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Guaranty Trust Company of New
York, a corporation, as trustee;
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REPLY BRIEF OF INTERVENOR
AND APPELLANT.

The intervener respectfully begs leave of court to file

this reply to certain of the points made in appellees' brief,

in order that there may be no misconception in reference

thereto, and to the end that the court may not be put

to the burden of itself makino- an unassisted search of

the record.

Estoppel of Intervenor.

Two points are urged in an introductory manner in

appellees brief. The first is that there is no charge of

fraud made directly affecting the complaint. None is
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needed. Counsel lose sight of the fact that it is only

necessary to charge fraud on the part of a trustee where

the intervenor is a dissatisfied minority bondholder who

claims that his interests cannot be properly protected by

the trustee because of the trustee's fraudulent attitude

favoring a majority of bondholders at the sacrifice of

the minority's interest. There must of course in such

a case be a showing of fraud on the part of the trustee,

who represents all bondholders, in disqualifying it and

to justify intervention by a minority bondholder. No
such allegation is necessary on the part of a stockholder

seeking to intervene. The reason for the rule does not

apply, and hence the rule does not. The trustee is merely

an agency or instrumentality by which the majority of

the bondholders, who themselves were ofiicers, directors

and trustees of the defendant company and of its stock-

holder, are seeking to prefer their own interests as bond-

holders at the expense of the intervening minority stock-

holders. The court, looking through the form to the

substance, will see that actually the real panics in interest

are the directors and officers of this company and their

co-conspirator, Thomas F. Cole, and not the trustee, who

has no beneficial or proprietary interest in the bonds, but

is strictly a trustee for them.

In the case cited by appellees. Continental Trust & S.

Bank V. Aliis-Chalm ers Co., 200 Fed. 60, the court goes

at length into this matter as follows:

"It is not to be tolerated that each individual

bondholder could, at his own suggestion, assert his

rights when they can be as well asserted through
a trustee * * *. It proceeds upon the assump-
tion that the cestui que trust can be fully and fairly

represented and protected in his rights by the trustee



or representative. The rule of convenience must,

however, give way when ris^hts are involved. If it

appears that the trustee refuses or neglects to act,

or stands in a hostile position, or has assumed a posi-

tion prejudicial to the interests of the cestui que trust,

the rule of convenience is ])ut aside and the cestui que

trust must be admitted to represent his rights, because

in such case tlie trustee has not represented and

cannot fullv and faithfully represent them."

As we have indicated above, a stockholder stands in an

altogether different category from that of a bondholder.

The law has been so well settled that it is almost axiomatic

that stockholders of a corporation have a right to inter-

vene to defend a foreclosure suit covering the assets of

the company, where there is any danger of their being

injured by fraud, neglect or collusion on the part of the

officers, and on principle no good reason is apparent why

in such a case there should be any necessity for charging

that the trustee, bringing the suit on behalf of such

directors, should necessarily or at all be connected with

the fraud that the directors are seeking to perpetuate

through it.

Concerning appellees' second point: There is no

estoppel against the intervenor in this case from asserting

the defense of fraud. The intervenor has not sought

to have the mortgage cancelled. It has merely sought to

have the complainant and the defendant corporation's

officers and directors restrained from taking advantage of

a purposeful default so far as the present foreclosure

action is concerned. If it were- sought to cancel the

mortgage in its entirety, or to rescind or to repudiate the

loan secured thereby, then of course it would be incumbent

upon the defendant, or the intervenor on behalf of the



defendant, to offer to restore the moneys which were

received and spent in and about its business. But while

reco^nizinj^ the validity of said mortgag-e, it does not

follow that we recognize the validity of the receiver's

certificates, nor concede anything in respect to those mat-

ters employed by Thomas F. Cole and the directors as a

means to effectuate their unlawful plan, for reasons

hereafter given.

The claimed estoppel of the intervenor to interpose an}

defense to this mortgage foreclosure proceeding is taken

up by appellees at page 143 of their brief under the

argument that intervenor has failed to do equity. Counsel

cite the case of Thomas i'. Broumznlle, 109 U. S. 522,

27 L. Ed. 1018; also the case of Equitable Trust Com-

pany V. Wash-Idaho etc. Co., 300 Fed. 601. Both of

these were cases where the mortgage was void, and it

was sought to have the same declared invalid and to de-

feat any recovery thereon, despite the receipt and reten-

tion of benefits thereunder by the corporation. It was

there held that restoration must be made of benefits

received. This circumstance distinguishes those cases

from the case at bar. In the case at bar a reference

to the amended and supplemental complaint in interven-

tion will show that the theory of the intervenor from the

inception was, and has ever since consistently been, that

the relief to which the stockholders and the defendant

corporation in this case is entitled is a decree enjoining

and restraining the complainant and the officers and di-

rectors of this company and Thomas F. Cole from prose-

cuting any action under the mortgage [see prayer. Tr. p.

35] as defined and limited by the allegations of paragraph
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XVT. [Tr. pp. 32-3.] Therein it is alleged that said

])arties are, and each of them is

"estopped and barred from seeking to declare, or

take advantage of, any default or defaults whatso-

ever in the nonpayment of said bonds, or from seek-

ing, or from accelerating the maturity of any of

said bonds, and from prosecuting this action, and

from being allowed any of the relief prayed for by
said trustee in its bill of complaint."

This is not a suit involving rescission in any sense.

Neither is there any attempt made by the pleading to

have the said mortgage cancelled or annulled. In our

arguments we have done no more than to urge upon the

court that by reason of the facts in evidence the appellees

should be prevented from taking advantage of their

pm'son<tl default under the terms of said mortgage.

It has been our theory throughout that the intervenor

—

finding himself confronted with a foreclosure suit already

instituted and a purported answer on behalf of the cor-

poration admitting all of the allegations of the complaint

and joining in the request for a receivership—should de-

fend said action on behalf of said corporation. There

is no question of laches on the part of the intervenor, that

matter having been disclaimed upon inquiry of the court.

[Tr. p. 316.] Had such legal proceedings not been insti-

tuted, then, of course, upon learning of the neglect, mis-

management and wilful attitude of the board of directors

and officers of this corporation, the intervenor would have

applied for a receiver to take charge of the defendant

corporation and to prevent the threatened loss to the cor-

poration and its stockholders of all of its assets—in other

words, to perform the duties of the directors who aban-

doned and deserted the company and violated their trust.
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Tn the event of an ultimate successful resistance of said

present foreclosure attempt, in the face of the situation

as the intervenor found it, the intervenor will, by way of

receivership or other appropriate action, cause a removal

of the present officers and directors and a proper handling;-

of its business and oblij^ations. Hence, it was and is not

necessary to do more at present than to defend the present

action, which is based upon wilful default unnecessarily

committed by the directors.

It is true that the intervenor can only assert such de-

fenses as are available to the corporation. It is equally

true that when the corporation has a defense which its

board of directors has failed to utilize because of the

dereliction of its directors, the intervening- stockholders

represent the corporation itself and as such are entitled

to make the defenses which the corporation would have

made had it not been for the dereliction. The principle

relied upon, namely, that the defendant could not assert

a defense of fraud without a restoration of the considera-

tion, is inapplicable. No question of rescission is in-

volved. For the purpose of this suit the directors and

Cole must be re.s^arded as one. All of them drew security

from the corporation. It is the abuse of this secured

position and the violation of their duties as trustees which

estops the foreclosure proceeding;.

The receiver's certificates purchased by Mr. Cole cannot

be invoked to work an estoppel against the successful

intervention in, and defense of, this action on the ground

that the moneys provided thereby went into the corpora-

tion. The intervenor has attacked the validity of those

receiver's certificates as a means and device to accomplish



a fraud. They are not in the hands of innocent third

persons, but they are in the hands of Thomas F. Cole,

one of the conspirators with the directors and officers and

jointly liable with them. (General Mortgage and Loan

Corp. 7'. Guaranty Mortgage and Security Corp., 162

Northeastern 319.) That being- the case, and the question

of their validity beino: squarely before this court, this

court is in a position to declare their invalidity. [See

amended complaint in intervention, subdivision f of para-

graph XIII, Tr. p. 31.] We are not unmindful of the

claim of appellees that there was a consent to the issuance

of a certain portion of receiver's certificates, but this

and other arguments will be fully answered later in their

appropriate places.

History of Tonopah Extension Mining Company.

Under this caption, as indeed throughout appellee's

brief, the effort is of course made to convince this court

that the actions and conduct of the ofificers and directors

of this company were impelled throughout by good mo-

tives, free from fraud or the suspicion of fraud. Not-

withstanding the more or less plausible arguments ad-

vanced to support this contention, the uncontradicted and

uncontradictable facts in this case compel the conclusion

that not only is it a case involving breach of duty and

constructive fraud, but actual fraud. This will be dem-

onstrated later, in answer to appellees' arguments to the

contrary.

There is no evidence that the company's paying ore

bodies became exhausted in 1925. Paying production

continued. The mine was not on a self-sustaining or

dividend-paying basis. Of the 1150 acres, only one-fifth
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had been developed, and further rich veins were believed

to lie to the west. [Tr. pp. 3S5, 348, 360.]

On pa^e 5 of the brief, the court may be led into error

by the statement that a preferred stock issue of 700,000

shares of stock was authorized, whereas only 299,147

shares were sold. Actually, the only shares ever oflfered

for sale were 369,450 shares out of an ori^^inal 400.000

shares, later increased to 700,000 so as to provide 300,000

additional shares for the conversion feature of the bond

issue. Of the 369,450 shares offered for subscription

by the single circular of January 27th. 1926, 299,147

shares were paid for fTr. p. 459], and as a result of the

circular of May 26th. 1927, 73,370 additional shares were

sold. [Tr. p. 459.1

On page 6 of the brief, it is stated that the directorate

were the heaviest purchasers of the preferred stock.

Without admitting the materiaHty of this contention,

obviously they were the persons most beneficially inter-

ested. The preferred stock contained numerous elements

of preference. It would have been absurd to permit a

wide distribution of this stock. Quite irrespective of this

fact, there is no evidence whatsoever as to the extent of

the distribution of the preferred stock.

On page 6 of its brief, the appellee admits that the

directors own ninety-six per cent of the bonds. We want

to call the court's attention to the significance of the

meaning of the words used by the appellees on page 6,

when it is stated that the directors did not steal the mine

when it was worth stealing. The value of the mine to

the directors can only be determined by the directors'

state of mind. Objectively, this state of mind can only
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be ascertained from the state of the evidence. We desire

to let the evidence emphasize the worth of the mine to

these gentlemen. Suffice it to say, in this particular, it

was worth a sufficient amount of money to enable them

to pay $650,000.00 for the mine at the time of the

receiver's sale throug^h their agent, Cole. Patently, a

corporation's assets, valued on its books* in excess of

$2,100,000.00, is a bargain for $650,000.00. fTr. pp.

364, 385, 584.1

On pages 6 and 7 of the brief, much is sought to be

made of the trite phrase, "Let John do it," in connection

with the purported difficulty in the sale of preferred stock

and bond issue. Now let us be perfectly candid with

reference to this situation : Of a total number of 369,450

shares of preferred stock offered to stockholders after

they were circularized but twice with the merest of form

letters, almost 300,000 shares were sold, leaving treasury

stock of the offered issue amounting to only 69,000

shares. Without attempting in any manner to further

circularize the stockholders or sell the remaining portion

of the issue to them, the board of directors suggested a

bond issue which was authorized and ratified by the stock-

holders. Likewise, of this bond issue $35,000 was not

sold for cash, when the directors decided to default. Ap-

pellees practically concede that the reservation of $30,000

of bonds as security was of questionable validity. (Brief

p. 30.)

Coming now to the discussion of the bond issue as

found on pages 7 to 9 of the brief, the stockholders were

solicited for subscriptions to the bond issue in November

of 1926. The bond issue was disposed of so quickly and

there was such a ready response that the whole issue
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was disposed of prior to January 21, 1927. The uncon-

tradicted state of the record is to the effect that only

forty or fifty stockholders purchased bonds. Obviously,

a wide distribution of the corporation's bonds was not

desired. It was important that the bonds be placed

where they could always be readily available. That this

was done is evident from the fact that by the time Cole

appeared ready to purchase the property he had all but

$3,500.00 of the outstanding^ bond issue in his possession

and was utilizing it for the effectuation of the purposes

conceived by the Schwab-Cole group. It is futile to argue,

as is done on page 8 of the brief, to the effect that the

stockholders would not buy and did not buy bonds. On

the same page the appellee admits that on January 21st,

1927, the bond issue had been completely disposed of.

The board of directors in the disposition of this issue

reserved the right to allot them on any basis which they

might desire. Kirchen testified that the basis of allot-

ment was such that Harry J. Pinney would have been

entitled to subscribe to $2,000 by virtue of the fact that

he possessed 10,000 shares of the common stock. [Tr.

p. 476.] Even subsequent to the time Pinney requested

permission to purchase $5,000 worth of the bonds it

would have been possible to deliver them to him. Yet

despite this fact, Pinney was never offered his desired

quota of bonds until long after the receivership proceed-

ings had been instituted and the plan was well on its way

to a consummation. To speak of the "lethargy of the

rank and file of stockholders" is to indulge in that sort

of speculation which is not in any respect justified by

the evidence. At the same time Cole's son, owning 10,000

shares of stock, was permitted to have 15,000 of the bonds.

Further comment is unnecessary.



-13-

Debts and Improvement Costs.

At paj^^es 10 and 44 of appellees' brief, the statement

is made that it would have taken a million dollars to

refinance the mine and pay the debts and maintain the

old corporation. This sum of one million dollars is

arrived at b}- the assertion that the obligations and debts

of the Tonopah Extension Mining Company approximated

$400,000.00, and that the necessary improvements and

expenses to properly conduct the mine involved an outlay

of an additional $400,000.00. The balance to make up

$1,000,000.00 is doubtlessly made up of the $265,000.00

principal of the outstanding bond issue, secured by mort-

gages upon all of the defendant companys property.

We propose at this point to analyze this situation, and

to show that these contentions are practically without

merit and wholly fail to justify the action of the officers

and directors of this company. The matter of this al-

leged indebtedness is referred to time and time again

in the record, and is used throughout the length and

breadth of the arguments on behalf of appellees as nega-

tiving fraud and in the attempt to make it appear that the

board of directors, when confronted with this large in-

debtedness, determined upon a course of conduct which,

as a matter of alleged internal policy in the exercise of

the discretion committed to them, precludes inquiry and

review by the courts. When, however, the sum total of

this indebtedness shrinks to its proper and legitimate pro-

portions, the prime ground of defense asserted by appellees

collapses, and the contentions of this intervener, on behalf

of over 3500 stockholders of this company, become more

poignant than ever.
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To take up briefly the specific items constitiitino- the

indebtedness of the company:

1. $200,000.00 Income Tax Claim:

Mr. Kirchen testified that the amount of the claim was

'"micertain" [Tr. p. 510]; also, as follows:

"The Government never instituted suit. The claim

for taxes is for years, all of which are more than

three years old. In my inventory filed as receiver, I

have not reflected that liability, nor have I in any of

my reports. I do not think that that claim or liability

is reflected in the books of the corporation." [Tr.

p. 417.1

Under these circumstances the j2:overnment's claim was

barred. If these claims for taxes existed for the year

1921, or prior thereto, the statute of limitations within

which the g-overnment might take any action whatsoever

was four years. If they existed subsequent to 1921, the

statute of limitations for the institution of any action by

the g^overnment was within three years after the return

was filed. {Consolidated Income Tax Lazvs, pag-e 1959.)

The best proof of the existence of the claim for income

taxes by the United States .8:overnment would be the claim

itself, or the lien which would have been filed in the

ordinary course of events by the Collector of Internal

Revenue. This is all according to the statutes of the

United States, of which the court must take judicial

notice. No showing was made of the filing cf any such

lien, or the taking of any proceedings by the <i-overn-

ment to toll the statute of limitations. This entire matter

of income taxes simmers down to a mere shadow of a

claim, undetermined, unliquidated, nowhere found on the

books of the corporation, and barred. Furthermore, the
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fact that this claim also existed years prior to October,

1927, without the bar of the statute of limitations being

then available, is a complete refutation of any necessity

arising on its account to permit the default agreed upon

in October of 1927. But even if it be assumed for the

purpose of argument that some of the income tax claims

did exist, it then follows from the admissions contained

in Mr. Kirchen's letters, that the scheme of foreclosure

and reorganization was an iniquitous scheme, conceived

for the purpose of defrauding not merely stockholders,

but the United States government, and using the federal

courts to accomplish that end. [Tr. pp. 328, 329, 330,

331 and 333.] It cannot seriously be argued that the

board of directors ever anticipated the amount of the tax

liability to the government would total $200,000.00. In

Ward's letter to the stockholders, dated January 27th,

1926, he specifically states that any liability to the federal

government is "undetermined" and further states that

it is expected "that this claim will be substantially re-

duced". [Tr. p. 581.] Yet Mr. Kirchen says in one of

these same letters:

"There is nothing that is not honorable or upright

in this whole deal." [Tr. p. 328.]

2. The Claim of the Tonopah Water Company

Against theJ Tonopah Extension for $189,000.00:

This case was submitted in 1923, and was still pending

in the federal court at the time of the trial of this action.

[Tr. pD. 417-8.] On demand of the water company for

protection in case of judgment being rendered in their

favor, it was
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"agreed that a bond of $30,000.00 ivould be ample
to cover any claim that they might obtain against the

company." [Tr. p. 338.]

In view of the above testimony that it was "agreed"

that "$30,000.00 would be ample" to cover any claim on

this score, and the further recitals in the minutes of

January 3rd, 1927 fTr. pp. 516-7], it is inexcusable for

the directors and officers of the defendant company to

seek to justify their actions by constantly referring- to the

amount demanded in the suit as an indebtedness to that

extent. This court may well assume that the item of

$30,000.00 which was demanded by the water company

to protect itself, included a considerable margin over and

above what they expected to recover. Again, this suit

had been pending- since prior to October, 1923, when it

was submitted, and the very fact of its pendency during

all of these prior years does not justify its attempted use

as of a much later date to justify the wilful default then

agreed upon.

3. Claim of Bethlehem Steel Company of

$24,000.00:

This was also a disputed claim. [Tr. p. 418.] A suit

was being prepared by the law firm of Cooke, Stoddard

& Hatton for the Tonopah Extension Mining Company

against the Bethlehem Steel Company, which involved a

counter-claim for defective workmanship exceeding the

demand of the steel company. fTr. pp. 506-7.]

4. Sewer Company's Suit for $4,300.00:

This suit had merely been filed, and had not been tried

at the time of the trial of the case at bar. [Tr. p. 474.]
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This disputed demand deserves scant notice, and especially

in the face of its status. It is de minimis.

5. The Clatm of the State of Nevada for Bullion

Taxes :

The claim is J?iven as $32,848.17, of which $6,714.00

is stated to have been adjudicated. The excess was "in

process of adjustment". Kirchen contends that only $16,-

000 was the right amount. [Tr. p. 541.] This, how-

ever, was a tax matter, payment of which could not be

escaped under any circumstances once the amount thereof

was determined. It had not been determined as to any

amount over and above $6,714.00 and had been pending

for a long time. There was no showing made in this

case that there was any real probability that it would be

necessarily or at all increased. According to Mr. Kirchen,

this "claim for bullion taxes was a first lien upon the

property prior to the mortgage ;" it ''was pending at the

time of the floating of the bond issue * * * ; this

claim was mentioned to the directors as a liability which

we would have to assume some time." [Tr. pp. 572-3.]

This claim was therefore a lien against the property, and

would have to be paid by the owner thereof, no matter

what change in ownership might or might not occur.

Yet Mr. Kirchen testified

:

"As to what extent, if any, that entered into the

matters of default in payment of interest on January
1st, 1928, it was a factor in all our obligations^
in other words we had to pay that amount together

with wages and obligations under the mortgage, and
all those factors were taken together. [Tr. p. 473.]

Here the court will see that the amount of this tax Hen

due to the state of Nevada was a "factor" which the
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dirtcUvr^ U>f)k into crm«ifkratioti in a^rwrinjif upion the

fiec«*.%ity of a default, Wc have t>cen unable to reconcile

the a>)Ove quoted testimony of Kirchen with that given

bfy him at f>afue 457: "That is* a claim for taxe» which

have already l^ecn f>aid uwler j>rfite«t/* Thi* tax matter

wa$ in either cav the merest .^ham awl cfuibhle of an

excTwe,

^ Tmk M : or TfiR f*«f^'riFAr, Obuc;atioj» of

.^265/)(/X()() SRf'rRKi> nv Tiff, MoKTriATR Fo»K< r,Ojn^»

»N' Thi4i Action:

Thi.<^ h an item which clearly i* nt^cr to he written off

without nayment in ^t/mne manner or form, either in a

continuance of the f»re*etit cf>ri]ioration or in any reor^ani-

zatff>n f>rf)ceedin4f. Sm merely will that item be fiaid,

and b<T f>aid for dearly, by .«ttockholder.* of the Tonrjpah

Comi>anv if any there be who after their lyresent ex-

f>erience mij^ht b<: willing to ri^k a repetitifm thereof and

jfo into a ref>rj(anizatif>n plan .«ihoiuld thi.<i 1 Ifinorable Court

in it* wijKlom c^mntenance thw tranAactir^ti. but all the

additional item* ayvcrcd by receiver*.* certificate* (at 17%

interest ami di.*count) awl co*t*, will be added thereto.

And at thU juncture Cfi our brief in connection with

the alxA'e, it behfjovest tw t^> amimadvert uyKm the .*uMlc

.*u>i:jre.<ttir>n.* continually rcapf»crarin$( in the recr^-rl and in

a|»|)ellce<»* brief that the <tt^JckhoIder.<t, indudinjf even the

inKrrvenor and Pinney, whcwe Ixr^t intereftt*^ were always

at h<!art Ixut could not l>e crmsidirred in vie^' of the

indebtedne.*<» of the cr>m|)iany (al^rne shown to have bc?en

fictitious and inflated), wmM j>roljably be allowed to

come into the re^yrfjanizatirm of the cotnijany, Thi^ nu^-

HtMum has been advanced with a certain plausibility and
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piUn and reconciling it to what has been done. Hie

sdi^raw \\4iich attaches to the conduct of the officers and

directt>rs of this company cannot he removed by specious

offers of this character. Manifestly this artful, hut in-

sidious, contrix^anoe is a false quantity. It has been in-

jected intx> rile case becau:de of an influencing- toixe which

is seen and frft, but which is more apparent than real

The oondoct of the appdiees w^s either a fraud and

violation of their duties and obligations to the stockholders

and to the con^any, or it was not. That question nnist

be delennined indepoidently of rise protestations of these

officers and directors of their consideration of the rig^hts

of stod^iolders and of their desire to take care of theiu

in the future. If their acts and conduct were, as we

respectfully submit, a fraud upon the stoddioklers, then

riwre can be no atonement for that fraud by leaving ii

to the doubtful sense of deferred justice, <«- what not,

which may nK»ve them to allow the stockholders to ct^ine

into a neorfranixed company and in riwit mamier have

their wrongs rectified. This court and this pres«it pro-

ceedii^ are riie tinve and place to remedy and correct the

wrcw^ perpetrated upon the stockhoklers, if e\^r,

Recurrin?^ now to the matter of indebtedness, in view

of the above analysis of the same it will be seen that the

u>tal of the obligations of the Tonopah Extensi<si Mining

Ct>j«ixuiy, instead of being approximately $4<XX(XX\00,

were bnt a small fraction of that amount.

There but remains the niaiter of the amount to be

ex}>endet1 to properly operate the mine and to put the

nnne on a ixayinsj basis. There is a ver>^ grave question

which here presents itself for cv^nsideration of whether
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that could be done for the sum of $30,000.00, or whether

it would require $400,000. Mr. Kirchen testified, when

appealing to the trial court for an order authorizing the

issuance of receiver's certificates, that for an expenditure

of some $22,000.00 to $30,000.00 that result might be

accomplished. If so, the sum of $400,000 is a figment

of imagination useful for present purposes only. If the

representations of Mr. Kirchen to the court were honestly

made, and the money were honestly spent, does it not

impress Your Honors that at least some of the objectives

which Mr. Kirchen expected to reach would have been

accomplished? We invite the court's careful attention to

the following testimony:

"Q. Would there be anything in that estimate of

profit to eventually discharge the present indebted-

ness, say? A. Yes.

* * * before the receivership expires we will

have that mine in shape so that ive can operate it at

a profit;" fTr. p. 625.]

"Q. In other words, if I understand it. if this

development work on the 1880 level meets your ex-

pectations as to what you have determined as a min-

ing engineer ought to be found—of course we know
we are disappointed often, particularly in mining

properties; but assuming that situation is found, as

you have stated ought to be found in your judg-

ment, might a situation then be developed upon that

showing, by which the mine might be refinanced, and
the necessity of a sale under the mortgage be az'oid-

edf A. That is exactly the point I have been trying

to drive here to Mr. Griffith. Is that clear to you,

Mr. Griffith?

Mr. Griffith: Yes." fTr. p. 626.]

"* * * the way our work is going on, if we
are allowed to go on, this money might show exposure

of ore of sufficient value and volume, so that money
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might be had to redeem or release the property to the

shareholders; and that is the only way it can be

done. 1 have been working this property right along,

and I don't want to go in a hole every month. My
desire is to make a success of it, and turn it to

money; but if we stop this development work, pretty

soon we have all the ore out of the property, and it

is of less value. If we did that and a purchaser

came around to look at the property, the first thing

he would say is, where is your ore? We took it

out. We have no ore in the bottom level, and they

are not interested. And it might be ez'ery thousand

dollars spent on that property during this receivership

period zvould enhance the value of the property ten

times. So this little money spent during- this time

might be the means of the shareholders being able

to raise money to redeem the propertv; and that

would be the solution." [Tr. pp. 626-7.]

"* * * my mine superintendent, Mr. Vander-
work. an engineer, told me the other day he computed
that the block of ore we have now on the 1540-foot
level, as far as developed, if extended down to the

1880-foot level, zvould he about S2,000,000 worth of
ore." [Tr. p. 627.1

"* =i= ^ Now if we can drift on 1531, opening
it up every time at 150 feet—and I assume it will

go down that way, it adds tzvo million dollars worth
of ore.

The Court: Q. What do you assume would be

the net value on a block of ore of that size, of two
million dollars? A. About $500,000." [Tr. p.

628.1

"The plan of development and exploration work
which I have outlined in connection with the 1880
level will involve the aggregate cost of $22,000.00
with rosy prospects of future value in addition how-
ever, the replacement of the timbers of the Victor
shaft is necessary as w^ell as the construction of a

raise for ventilation. That will cost about $6,000.00.
This raise will serve both pumping and ventilation.
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That nmild make the total cost about $30,000.00

and that is all I contemplate doing at the pi'esent

time for the purpose of makincj a success of the

receivership. The more work we do during the

receivership period, the <7-reater the value of the mine

before the period of redemption expires." [Tr. pp.

628-9.1

Four months later, however, the receiver, when testi-

fying at the trial of the case upon its merits, stated that

Mr. Cole had stated to the board of directors in October

of 1927 that

"it would take $400,000.00 of money to be spent in

the mine whereby it might be made self-sustaining,

TO WHICH I AGREED.'' [Tr. p. 510.]

It suited Mr. Kirchen's purposes, and was necessary in

order to accomplish the move desired in June of 1928, to

make representations to the court of the character above

quoted. However, at the time of the trial, it became

necessary to attempt to vindicate the actions of the board

of directors and officers of this company by showing that

a huge amount for development, etc., in the mine would

be necessary, and to meet the exigencies which the oc-

casion then presented Mr. Kirchen testified in utter var-

iance to what he had previously stated to the court. The

court will bear in mind that at the time of the trial he

had spent $130,000.00 and yet had fallen short of every

objective which would have been worth while to the stock-

holders, excepting the small matter of retimbering the

Victor shaft. Intervenor's counsel promptly upon the

conclusion of Mr. Kirchen's testimony at the trial directed

the court's attention to that situation and objected to the

expenditure of any more money for development and

exploration work. [Tr. pp. 372-6.] It is our further
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thoug'ht, in view of the facts shown by the record, that

the receiver's certificates were conceived and used as a

device to auj^ment the amount of indebtedness so as to

prevent a recovery of the mine to the company and its

stockholders, as alle.s;-ed in the amended and supplemental

complaint in intervention. Questions, however, in refer-

ence to receiver's certificates will be taken up later in their

proper place. The foreg^oing, however, was necessary to

be alluded to at this time in reference to the program

and cost of continuing operations in the mine.

But if it be assumed that any sum approaching $400,-

000.00 should be spent in the mine, then we say that with

the debts of the corporation as of October, 1927, now

shown in their true light, the matter of the raising of

money for mining operations was not an insuperable ob-

stacle confronting the board of directors and compelling

a default in, and foreclosure of, the mortgage. It is

merely seized upon and magnified in the hope of justifying

their conduct and overcoming the presumption of fraud-

ulent and unfair dealing.

For example:

The available assets of the company, as cash or liquid

assets subject to quick returns, owned by the company

in October, 1927, have been set out in our opening brief.

They totaled $142,000. In addition thereto there were

522,199 shares of common stock in the treasury available

for sale, and there were, furthermore, in the treasury

100,853 shares of preferred stock (which drew $3.00

dividends before the common stock could participate)

available for sale at once. This latter item could readily

have been increased by adding the 400,000 shares of pre-
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ferred stock which were held pursuant to the conversion

clause in the bonds. How easy it would have been for

these directors and Cole, had they really desired to save

the property for the stockholders, to have agreed amongst

themselves to waive their right to convert the bonds into

preferred stock, and ask the other bondholders to do

likewise, so as to make that stock available for sale. Had

they then notified the stockholders of the real condition

of affairs—that Thomas F. Cole, a man accustomed to

large operations and of very considerable experience in

mining operations and with mining properties, and with

the ability to carry out his arrangements and financially

able to do so, and worth quite a few^ millions of dollars

[Tr. pp. 622-3], and Mr. Kirchen, the engineer in charge

of this mine for twenty-two years, were positive the mine

could be put back on a paying basis if $400,000.00 were

available for that purpose, and that Mr. Cole had agreed

with Mr. Kirchen "that if more money can be had the

property can be put on a paying basis" [Tr. p. 614], and

that they proposed to waive their right as bondholders

to convert the bonds into preferred stock, and were asking

the others to do likewise, and that they were offering

400,000 shares of preferred stock to the stockholders on

a pro-rata basis, at $1.00 a share (the directors and Cole

agreeing to take their pro-rata), and requesting the stock-

holders to express themselves in reference to that propo-

sition and to purchase additional stock—it goes without

saying the stockholders would have responded. No bond-

holder would have been dissatisfied, because the expendi-

ture of additional money would have enhanced the security

and such bonds had yet over two years to run before

they matured according to their terms. All of this work
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could have been done with a free hand and for the

benefit of the stockholders and the present corporation,

and not for the bondholders, had the directors in October,

1927, been honest with themselves and with the stock-

holders in connection with the indebtedness of the com-

pany, and handled the assets of the company in the

interests of the stockholders, as it was entirely possible

for them to do, especially in the lig"ht of the capabilities

and experience of the corporate managers who were its

directors. Other methods of procedure open to the di-

rectors will be mentioned later.

But it was in the minds of the directors and officers of

this company, and of Thomas F. Cole, at the October,

1927, meeting, to abandon and desert the corporation and

to devise way.^ and means of legally and successfully

accomplishing that, and they were obdurate to anything

to the contrary. The "mechanics" of the whole thing

were carefully worked out then and subsequently.. So

instead of following some plan, either such as we have

indicated, or otherwise, nothing was done, and it is now

sought to make it appear that Mr. Cole was willing to

finance the further operations of the mine, but that Mr.

Mitchell said:

"Mr. Cole, you must remember this, in any plan

of financing this corporation, 1 want to warn you
that the Company has obligations of different

amounts, say about $200,000 income tax before the

Government and practically adjudicated; we have a

suit of the Water Company of Tonopah against us

for $189,000; there is another claim for $24,000;
there is one for $4,000, and in any arrangement you
might make for financing the present corporation

you will have to assume those obligations as thev
become due."
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IVIr. Cole responded

:

"If that is the case I won't s^o in." [Tr. p. 415.]

Thereupon and in consequence of this advice, appellees

would have this court believe that there was no other

alternative open and consequently it was "reluctantly'

determined to foreclose the mortgag-e and to reorganize

the company. There was supine resignation to the in-

evitable by these resourceful captains of industry—but it

was kept secret. There is now one subterfuge after an-

other asserted in attempted justification of the abandon-

ment and desertion of the corporation and its stockholders.

At page 10 of appellees' brief, counsel embark upon a

panegyric of Charles M. Schwab. The particular thing

with which this court is concerned is whether or not

Charles M. Schwab, regardless of his other achievements

and his conduct aliunde the record in acquiring his wealth,

did in this particular instance violate the law in respect

to the subject-matter now before the court. The law is

no respecter of persons, nor is it of any moment to this

court what his record may or may not be in other

transactions. The court in this case has before it his

very words and his very conduct, and this man is no more

above the law than the meanest litigant. It is a tribute

to the independence and fearlessness of our federal judi-

ciary that the humblest suitor may with confidence appeal

to it for redress of wrongs against the most powerful

men and interests. The very fact that Charles M.

Schwab is in the position which he now occupies would

hold him to a stricter degree of accountability, because

of the greater knowledge of the duties and obligations

which he owed to the stockholders in this company as a



-27-

director and officer and the controlling head of this com-

pany in financial matters and his ability and experience

in successfully copino^ with financial problems, than if he

were a man of limited knowledge and experience in such

afifairs.

We are not impressed by his self-serving letters and

utterances made following the joinder of issue in this ease,

but in his deposition he in so many words admits that

he deemed it proper to permit and assist a foreclosure by

the bondholders. [Tr. p. 569.] He was more than

willing to join with Cole in a refinancing scheme after the

elimination of the stockholders, but was adamant so far

as financing for the stockholders was concerned. \Xt

quote his testimony as follows

:

"In view of conditions I could not have conscien-

tiously advised any stockholder or other person to

loan or advance a substantial amount to the Company
because we could not devise a plan afifording reason-
able security or chance of profit for such a loan,

since the first mortgage bonds were a first lien."

fTr. p. 569.1

The expectation, weakly expressed and boldly italicized

one Dage 13 of appellees' brief, to the effect that Schwab

hopes that the present stockholders of the Tonopah Com-
pany will be permitted to become participants in the new

corporation, is but mere words. What actually happened

is shown by the record to have been as follows

:

''With reference to the rights of stockholders, Mr.
i^^hwab said to ]Mr. Cole: 'Tom, see if you can't

make some arrangement to take care of in some way
the old shareholders, both common and preferred

of the Tonopah Extension stock. Let them come in

and buy some stock after this thing is turned over.'
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Mr. Cole said: 'Well. I will think it over.' That is

all he said." fTr. p. 438.1

At pa^e 21 of appellees' brief counsel extol John G.

Kirchen. This is also a gratuitous contribution to the

evidence. But in reply we will call attention to the fol-

lowing^ shown by the record:

(a) It is true that down through the years, and until

1925, the Tonopah Mining Company, through the en-

gineering genius of John G. Kirchen, was developed to

such an extent that it produced some $21,000,000.00 in

bulHon
I
Tr. p. 472], paid almost 4.000,000 in dividends

[Tr. p. 370], and provided the funds wherewith to acquire

six times the area of the property developed. We have

no hesitancy in stating that down to 1925 the work of

John G. Kirchen was a monument to his mining ability

and capacity. The stockholders had every reason to im-

plicitly trust their directors and general-manager Kirchen.

But consciously or unconsciously, it is clear to our minds

that John G. Kirchen, following 1925 and particularly

during the periods complained of by the intervenor, has

been used in furtherance of. and actively aided the con-

summation of, the schemes and selfish interests of his

superiors, in which he personally was to benefit. It is

significant that with the advent of Thomas F. Cole upon

the scene in 1926—he then first purchasing stock and

owning adjoining mines—the dividends of the company

suddenly cease, and one disaster following another over-

takes the mine, until finally it is confronted with the situa-

tion of complete foreclosure and loss to the company and

its stockholders as a result of deliberate action of the

directors and Cole. The relation of Cole and Schwab

and Kirchen is disclosed by the evidence. Cole had known
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both for a great many years; his intimate relation and

connection with each was disclosed by Kirchen; he ac-

quired properties adjoininj^- the Tonopah Company's

mines; he did Schwab's biddin.s^ in taking steps to assume

the reins. He acted for Schwab and Schwab acted for

him. Kirchen, however, was the indispensable tool whose

genius both Cole and Schwab needed, and Kirchen was

taken along by Cole and assured of his future position.

(b) Under date of February 17th, 1928, we find Mr.

Kirchen writing Harry J. Pinney, a stockholder [Tr. p.

3291 :

"It would be much better for me in every way if

the old Company could succeed, as I am a large

stockholder of both common and preferred stock, as

well as a bondholder of the Company."

The record shows fTr. pp. 441 and 442] that Mr. Kirchen

owned no common stock on that date. He testified he

had sold

"all of my common stock by the 1st of February,

1928, being about 30,000 shares I think. I sold some
in December, in November, and some in January.

I sold most of it during December, perhaps 20,000

shares. In January of 1928 I sold whatever balance

I had between 20,000 and 30,000 shares of common
stock. * * * Ji; ^y^s not all sold at the same time

because it would wreck the market * * * I did

not sell the preferred stock because it had no market
and I could not sell. * * * I do not kngw
whether any of the other directors have sold or dis-

posed of their common holdings. * * * j^ any
event I did not sell any of my common stock until

this reorganization plan and this scheme had been

determined upon." [Tr. pp. -141-2-3.]

Mr. Kirchen also testified, at first, that he wrote Mr.

Pinney and advised him to sell his stock in January or
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February of 1928. He then corrected his testimony and

said:

"I mi^ht not have told him to sell it; I told him
I had disposed of all my common stock." [Tr. p.

442.1

(c) Quite apart from the deliberate misstatement

occurring in the letter to Mr. Pinney dated February 17th,

1928, Mr. Kirchen did not advise Mr. Pinney that he

had sold out until his letter of March 13th, 1928, when

he could not escape the matter any lonj^er as a result of

the direct inquiry of Mr. Pinney as to how much stock

he owned. [Tr. p. 333.] But in that letter, Mr. Kirchen

suppressed and concealed, as all directors did from all

stockholders, from Mr. Pinney the fact that foreclosure

proceeding's had been instituted on March 8th, 1928, and

that on March 12th, the day previous to his letter to Mr.

Pinney, an answer had been filed [Tr. p. 743] by the

defendant corporation admitting everything in the com-

plaint and an order made appointing himself receiver.

[Tr. p. 64.1

Certainly Mr. Kirchen and the directors cannot be

exonerated from the charge of wilfully suppressing and

concealing from the stockholders information concerning

(a) the plan to deliberately default and (b) the legal

proceedings taken to effectuate that end. At page 413 of

the transcript, Kirchen, in terms, admits that no steps

were taken to notify the stockholders, except by the letter

of September 7th. 1928, written shortly before the trial

of this action.

Here, however, Mr. Kirchen was in direct correspond-

ence with a stockholder and bondholder of the Tonopah

Extension Mining Company, who was most persistent in
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his efforts to ^et information, yet in none of the letters

from Mr. Kirchen to Mr. Pinney [to be found at pp. 322

to 346 of the transcript] is there a disclosure of the real

facts and circumstances surrounding the default which

were only forced from the Hds of Kirchen upon the stand

in the June hearins^ and the trial of this action.

(d) In the answer of Mr. Kirchen to the supplemental

complaint in intervention, he alleges:

'That the total of said interest installment due on
January 1st, 1928, was $13,250, and that on said

date defendant corporation had in its Treasury but
the sum of $2,298.19." [Tr. p. 59.]

The evidence showed that this item of cash was the bank

balance in New York, and that in Tonopah there was on

the date in question the sum of $29,523.29. And the

amount of bullion in transit on said date was $24,494.16.

[Tr. pp. 445-6.] An additional unclaimed dividend cash

deposit in New York, of $7,046.88, existed on said date.

[Tr. p. 452.]

At the bottom of page 15 of appellees' brief, counsel

refer to Kirchen's statement "and we saved the property"

as "Kirchen's triumphant". We may, with propriety, ask

for whom the property was saved? It is the sheerest

mockery to say that it was saved for the stockholders.

The appellees claim, at page 16, that "never was there

the slightest secrecy in any operation of the directors"

because of the recitations contained in the minutes. Bear

in mind that the corporation shut down its offices in New
York, and locked its books and records in a vault in an

unnamed warehouse in New York City, and that only a

part of such books and records were produced at the



-32-

trial, and the court will see the true extent of the broad-

casting of the information contained in these minutes.

[Tr. p. 472.] We he^ to refer the court to the testimony

of Mr. Kirchen and to the testimony of the officers and

directors in their depositions that no steps were taken to

advise the stockholders of the contemplated plan or execu-

tion thereof in the premises. [Tr. pp. 413, 547-8, 552,

558, 569-70, 574, 579.]

The intervenor herein only learned, accidentally through

a friend of his, four or five days previous to the filing

of the complaint in intervention, of the situation of the

corporation. [Tr. p. 315.]

In discussing the history of the Tonopah Company,

pages 4 to 18 of appellees' brief, there is an attempt to

create an impression that the Tonopah Company possessed

a board of seven directors, each of whom acted at all

times in accordance with the duties which the law imposes

upon a board of directors. Because of its importance in

the consideration of the questions involved in this appeal,

it is important to call the attention of the court to the

fact that Schwab and Cole were the board of directors of

the Tonopah Company, and exercised entire control over

it. It matters not that they individually did not possess

a majority of its capital stock. Let the record speak for

itself.

( 1 ) Schwab, Kirchen, Cole, Ward, Benham and

Mitchell possessed more than 300,000 shares of stock and

the majority of stock was controlled by forty men. [Tr.

pp. 409, 406.1

(2) Mitchell was Schwab's attorney-in-fact and per-

sonal representative. | Tr. p. 409.] Ward, the president,
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owned but 400 odd shares of preferred stock, and no

common fTr. p. 573]; Benham but 211 shares of pre-

ferred stock, and no common; Kirchen had owned large

holdings of common stock but had sold his holdings after

the October meeting prior to the receivership, and while

the stock was still listed on the stock exchange.

(3) Schwab was in control of the corporation. His

agents, Benham and Mitchell, voted the majority of stock

at the only stockholders' meeting of which there is any

evidence. All matters concerning the corporation were

directed by Schwab. [Tr. pp. 409, 408.] Schwab called

meetings for the benefit of "our important stockholders"

fTr. p. 495] and asked Cole to do for this group of

important stockholders that which Cole has done [Tr. p.

436], and in which scheme he still is and always has

been interested.

Counsel has recognized the state of the record on this

particular point. Subsequent to the October meeting, and

until the receiver's sale in February of 1929, Kirchen

discussed all matters with Cole and with Schwab and did

not proceed without their advice. [Tr. pp. 421, 434.]

In all of these transactions Schwab and Cole were jointly

interested [Tr. pp. 437-8], and their association had

existed over a long period of years.

On pages 16 and 17 of appellees' brief it is stated that

there is no evidence that the bondholders have received

anything of value, and speculations are indulged in refer-

ence to what the court would have done had the mine

proved valuable. This argument is fallacious and not

based upon any evidence. Is it not likewise to be sup-

posed that the derelict directors would not pay $650,000.00
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for something' of little or no value? How did the stock-

holders have any opportunity from January 1st, 1927, on

to assist the corporation in any asserted problems? They

faced a void of silence during all this period. The finan-

cial condition of the corporation was not communicated

to them. No prospects of a reorganization of the cor-

poration were ever presented to them. This silence, to-

gether with the preconceived plan on the part of Cole and

his associates, to obtain the corporate assets in dereliction

of their fiduciary duty is what condemns them and enables

the appellant to set up the defenses which they neglected

to set up. To argue that the stockholders had an equal

opportunity to assist and to preserve their own interests,

is folly. No such opportunity was ever presented to

them.

Appellees then proceed to abandon their contention by

stating that Cole is the opportunist who will save the

stockholders' interests, after they have been tossed aside.

We challenge the existence of any such inference, without

in any respect admitting the materiality of the argument.

At the inception of this scheme, October, 1927, Schwab

feebly requested Cole to "try to take care of the stock-

holders if you can". [Tr. p. 416.] Cole agreed. There

was no further discussion of the stockholders' rights.

fTr. p. 417.] The Cole-Schwab group, it is true, has

offered certain inducements to the "important stock-

holders"—bondholders. It was the essence of their scheme

that nothing should be offered the stockholders. We
challenge counsel, and request this court to search the

record, to indicate any evidence which shows that there

was, or that there was agreed to be, any real regard for

the stockholders or for the corporation itself. The refer-
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^Lce _s:iven by counsel in support of this inference is in

itself a negation. Cole testified in this case, both in

person and by deposition. Xowhere in his testimony is

there anv indication of any such benevolent purpose.

(See especially p. 1(39. Case 5937.) On tfie contrary^ the

record shows that the Schwab-Cole group planned to ob-

tain the mine in abase of their fidodary rdationsfaqi.

They knenr foil wdl that the law woold ha¥^ refused

sanction had Scjiwab hnnsdf direcdy become the por-

chaser, yet they soi^^ to do what tiiey coold not do

direcdy by peiuiitlii^ Cole to act as the ostensible pur-

chaser. Never wiD the law permit a groiqp of directors

to pnrdiase a corporation's assets in frand of the rights

of the stockhcJders, any more than they woold be so per-

mitted to do indirect^. It matters not, in this instance;

whether die porchaser be Cole or the directCHrs themsdres.

becanse Cole at all times conmred with them^ and was

their agent.
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moth, 14 Fed. (Second Series), page 705, where the court

reversed the findings of the lower court holding against

fraud, and where, in connection with the question of a

conflict in the evidence, it held that the lower court's

findings were entitled to consideration, but were not con-

trolHng.

Furthermore, except for the testimony of the witness

Kirchen, and the incidental testimony of the bookkeeper

Jensen, and of the intervenor himself, all the balance of

the evidence was documentary and testimony by way of

depositions.

At the bottom of page 21 of appellee's brief, the sug-

gestion is made that "the trial judge undoubtedly knew

by reputation, and possibly personally" Mr. Kirchen. We
leave that statement without further comment.

Issuance and Sale of Bonds.

It is not the contention of the appellant that "the in-

siders" received more than their share of the bonds.

Under the heading "Issuance and Sale of Bonds" treated

in our opening brief, at pages 13 to 18, we have given in

narrative form the history of the transaction concerning

the issuance and sale of bonds, and commented upon the

provision which the board of directors imposed in the sale

and distribution of bonds which would allot to the stock-

holders only a certain proportion of the bonds in order

that they might maintain a control of the bond issue. We
have incidentally commented upon the fact that the ofli-

cers and directors of this company did not restrict them-

selves to their pro-rata allotments, but took at will more

bonds for themselves—a privilege which they denied to

the stockholders, and likewise permitted Mr. Fred Cole to
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acquire a large block of bonds; but at least two minority

stockholders who desired to assist in the financing of the

company and obtain their quota of bonds were denied,

even when additional bonds thereafter became obtainable.

This has been gone into elsewhere in this brief. However,

that point is not, nor ever has been, "our major conten-

tion".

Under this heading counsel advert to the fact, and

thereafter recur to the fact, that the evidence showed that

only two persons, namelp. Pinney and Seeman, were

unable to get bonds of this company that they desired.

However, for aught that appears in the record, their

cases may have been typical of numerous other cases,

and is indicative of the fact that the bonds of this com-

pany were in demand, and that had other or additional

bonds or securities of this company been issued in the

financial crisis—granting that a crisis did confront the

directors—^there would have been a market and demand

for such securities despite the loud protest of the directors

and officers of this company that there was no market

for further stock or bonds, and that they knew of no way

to raise money, and that its stockholders were apathetic.

All bonds were subscribed or paid for within sixteen days

of the stockholders' ratification meeting. [Tr. p. 468.]

Counsel, at page 28, allude to the fact that all other

stockholders in this company but the intervenor are satis-

fied with results, and that the intervenor in this case is

the only one striking a discordant note. At page Z7 , ap-

pellees say that "only one small stockholder is before the

court." Also, at page 52, "that the court will take into

consideration the infinitesimal interest of a minority in-

tervenor." The record, however, shows that a belated
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eflfort was made by a very numerous group of stock-

holders to participate in this Htigation. We refer the

court to page 5 of the record in case No. 5937. where the

minute order recites that

"Mr, Keeley also states to the court that he rep-

resents 432 stockholders of the defendant company."

The formal order granting the motion of the receiver for

an order of sale of property contains a reference to this

matter again. [See p. 11 of record in case No. 5937.)

The intervenor himself testified that upon receiving the

information concerning the foreclosure, he immediately

got busy to try to protect his interests and that in addi-

tion to his own interests and those of Mr. Pinney "sev-

eral other stockholders" were interested in the interven-

tion [Tr. p. 316] ; also

"to protect the interests of the stockholders I felt it

was my duty to file an intervention to stop it until

we were advised" [Tr. p. 320] ;

also,

"the shares of others similarly situated are repre-

sented here." [Tr. p. 327.]

The complaint in intervention in terms alleged that it was

brought on behalf not merely of the intervenor. but on

behalf of all others similarly situated. It is a stock-

holders' representative action. |Tr. p. 34. par. 19.]

Tonopah Company.

With respect to the contention of appellees, at page 22

of their brief, that the Tonopah Company had actually

sustained a loss of $548,190.23, a moment's attention to

the evidence in this case will show that that figure is
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simply the merest of bookkeeping figures. A reference

to the transcript at page 366, where the figure first oc-

curs, shows that it is ''per income account annexed."

That account, occurring at pages 367-8, shows that the

item is a balance derived from a huge initial figure of

expense involving "mining including extraordinary devel-

opment, pumping, etc., $603,157.19." The pumping item,

however, was almost 50% less* than the previous year.

[See Tr. p. 361.] The "extraordinary development work"

was really an asset involving "a total of 8,574 feet of

development work" [Tr. p. 359], resulting in "three veins

have been found and the chances of developing others are

favorable" [Tr. p. 360], and "with the reasonable hope

of a successful outcome" [Tr. p. 354], "with progress

farther west, where it was believed large bodies of ore

will be found." [Tr. pp. 355 and 360.]

The effort is made by counsel throughout their brief

to relegate the situation which is shown by the record in

this case, to the class of cases involving an internal dis-

sension in a corporation where questions of management

and policy are more or less committed to the board of

directors and not reviewable by the courts, except for an

abuse of discretion or breach of duty. The cases cited at

page 28 of appellees' brief are cases of that character.

However, it must not be overlooked that even in cases

involving that principle, the qualification is added that the

acts of the board of directors must be in good faith and

not fraudulent, illegal or oppressive. (3 Fletcher Eric,

on Corporations, sec. 4065, page 6924.) Cases involving

bad faith are always reviewable. [Vol. 6 Fletcher Enc.

on Corporations, sees. 3997, 6802.) And in this same

connection the text writer is at pains to say:
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simply the merest of bookkeeping figures. A reference

to the transcript at page 366, where the figure first oc-

curs, shows that it is "per income account annexed."

That account, occurring at pages 367-8, shows that the

item is a balance derived from a huge initial figure of

expense involving "mining including extraordinary devel-

opment, pumping, etc., $603,157.19." The pumping item,

however, was almost 50% less* than the previous year.

[See Tr. p. 361.] The "extraordinary development work"

was really an asset involving "a total of 8,574 feet of

development work" [Tr. p. 359], resulting in "three veins

have been found and the chances of developing others are

favorable" [Tr. p. 360], and "with the reasonable hope

of a successful outcome" [Tr. p. 354], "with progress

farther west, where it was believed large bodies of ore

will be found." [Tr. pp. 355 and 360.]

The effort is made by counsel throughout their brief

to relegate the situation which is shown by the record in

this case, to the class of cases involving an internal dis-

sension in a corporation where questions of management

and policy are more or less committed to the board of

directors and not reviewable by the courts, except for an

abuse of discretion or breach of duty. The cases cited at

page 28 of appellees' brief are cases of that character.

However, it must not be overlooked that even in cases

involving that principle, the qualification is added that the

acts of the board of directors must be in good faith and

not fraudulent, illegal or oppressive. {3 Fletcher Enc.

on Corporations, sec. 4065, page 6924.) Cases involving

bad faith are always reviewable. ( Vol. 6 Fletcher Enc.

on Corporations, sees. 3997, 6802.) And in this same

connection the text writer is at pains tb say:
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"But it is a defense in favor of mortgagor or its

stockholders that the earnings of the mortgagor have

been misapplied by the company owning a majority

of the bonds and of the stock of the mortgagor, in

order to bring about a default and secure control of

the property of the mortgagor."

3 Fletcher Enc. on Corporations, sec. 1382, at page

2363.

On principle it is immaterial whether that misapplica-

tion has been by a company owning a majority of the

bonds, or by the directors and a co-conspirator owning

and controlling a majority of the bonds, or whether it is

a case of a misapplication or failure to use funds avail-

able for that purpose.

At page 29 of appellees' brief mention is made that

Mr. Pinney could later have secured additional bonds but

would not then take them, and it is suggested that he was

unwilling to assume his share of the burden. This matter,

and matters of similar purport, are frequently alluded to

in appellees' brief. We may say here in reply that not

merely were these bonds offered to Mr. Pinney after the

June hearing, when the information was first communi-

cated to him that the officers and directors had virtually

abandoned and deserted this company, thus putting a dif-

ferent aspect upon any security which the company might

offer, but more importantly, after these bonds were sub-

jected to the first lien of $200,000.00 of receiver's certifi-

cates and after the institution of foreclosure proceedings,

which made the right of converting these bonds into pre-

ferred stock a valueless right.

It was stipulated between counsel that Mr, Pinney, in

taking over the only bonds which it was possible for him
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to take over pursuant to the correspondence set out im-

mediately prior to the stipulation, "asked for more bonds

in amount up to $5,000.00." [Tr. p. 469.] Yet appel-

lees, at page 32 of their brief, claim that it is not

shown that Mr. Pinney ever sent in the subscription

blank to obtain more bonds, and have the audacity to

argue that the stockholders failed to respond to the ap-

peal to purchase bonds.

At page 31 of appellees' brief, counsel say there is no

rule preventing directors from lending, in good faith, to

a corporation and taking security. However, this is not

a complete statement of the law in reference to that mat-

ter. There is nothing more emphatically laid down than

that the directors, in making such loans, and in all their

dealings with the corporation, are committed to the exer-

cise of the highest good faith, and that all of their trans-

actions are scrutinized with jealous care by the courts,

and may be set aside on slight grounds.

Twin Lick Oil Co. v. Marberry, 91 U. S. 587.

Obligations of Directors as Creditors.

In addition to the citation of cases on pages 18-20 of

our opening brief, we may cite and briefly quote from

Highland P. I. Co. v. List, 27 Cal. App. 763 (also 42

Cal. App. 753) :

"The law looks with strictness amounting to sus-

picion upon all transactions had by a trustee respect-

ing the trust property, and the burden is generally

cast upon the trustee in such a case to make a clear

showing of the absence of fraud and that there was
no lack of good faith,"
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At page 2i7 of appellees' brief it is said

:

"In the instant case all acts complained of were
clearly to the interests of the stockholders and there

is no proof whatsoever of ulterior motive."

And again at page 38 it is stated that the intervener

knew he could not state a case of directors dealing with

themselves. The evidence is decidedly to the contrary.

We have heretofore shown that subsequent to January,

1927, Schwab and a board of dummy directors, and his

associate Cole, controlled the Tonopah Company. They

were its largest stockholders and its largest bondholders,

controlling more than a majority of bonds and subse-

quently controlling the corporation. It also appears that

Schwab and Cole, in October of 1927, planned to cause a

default in the payment of interest so that the properties

would be foreclosed and to purchase them at a foreclosure

sale, and to thereupon have them conveyed to a reorgan-

ized corporation which they should own and control; and

that in February, 1929, they acquired these properties.

It is fundamental that as a director Schwab and his asso-

ciate directors occupied a fiduciary relationship. To say

that we have not shown a case of directors dealing with

themselves is to completely disregard the evidence. If it

be to the interests of stockholders to keep them in com-

plete ignorance while this scheme was being consummated,

then the law concerning the duties of directors is a com-

plete nullity.

At page 40 of appellees' brief counsel quote from the

testimony of President Ward of the defendant corpora-

tion, and argue at great length that the cessation of post-

card notifications must have apprised the stockholders of

the bad condition of the company and as excusing and
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being the equivalent of notice of what actually had been

determined upon and done by the officers and directors.

The lack of substance and merit to this suggestion is so

apparent as to require no extended comment. Of the

same character is the argument at page 46 of appellees'

brief, that "as a matter of fact the stockholders had no

rights." Of a similar character, but of a more astound-

ing nature, is the contention appearing at page 142 of ap-

pellees' brief, to the effect that every stockholder who did

not get notice (of the default and impending foreclosure)

got exactly what he deserved. Again at page 61 of ap-

pellees' brief it is said that the default and receivership

"was actually a benefit to every stockholder."

At page 43 appellees state that "Cole never showed

any active interest to possess the mine." The evidence

is to the contrary. In January, 1927, when the bond is-

sue was floated. Cole became its largest bondholder. [Tr.

p. 334.] He bought only after making a complete exam-

ination of the mine. [Tr. p. 545.] Thereafter he kept

continually in touch with affairs at the mine. He pos-

sessed large interests in the Montana Mining Company,

whose properties were immediately adjacent to the Tono-

pah Company. [Tr. p. 471.] Counsel concedes that Cole

and his associates are the ones who took an interest in

organizing to obtain the property. (Appellees' brief, p.

43.) His associates were the dereHct directors of the cor-

poration. It was they who, as conceded by the appellees,

instructed Cole to take hold of the reorganization scheme

in October of 1927, and who directed him, for his and

their own benefit, to do that which the law precluded them

from doing directly. On the contrary Cole was decidedly

interested in the mine from the time of his original in-
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vestment in January. 1926. totalling many thousands of

dollars. [Tr. p. 544.] He persisted in continuing this

interest in the properties until he and his associates had

acquired them for a pittance of $650,000.00.

Financial Status of Tonopah Company as of January

1st, 1927.

At page 48 appellees list the net loss statements for a

number of months, and at page 29 they total them to the

extent of over a quarter of a million. It must be borne

in mind, however, that the amounts for eight of the

months so listed have already been answered. They are

included in the so-called loss for the year 1927. Such

figures are bookkeeping figures covering expenses for

actual development and improvement of the mine. All

the items so noted were of course paid. They are not to

be added to the fictitious and exaggerated item of $400,-

000.00 of unpaid and unliquidated demands mentioned in

the early part of this brief.

On page 49 of their brief, the appellees contend that

the finding of the court to the effect that the directors

exercised "sound business judgment" in defaulting is jus-

tified by the evidence. In justification of this position it

is sought to be argued that the stockholders were apa-

thetic. Sound business judgment is a correlative, of

course, of the obligation of the directors to regard those

duties which the law imposes upon them. They are trus-

tees for the benefit of the stockholders. As such trustees

they cannot abuse any fiduciary relationship which they

occupy.

If an ordinary trustee of an express trust attempts to

acquire properties of the trust estate to the detriment of
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attempt. That is what the interv-enor is seddng to do

here—to restrain Schwab and his board of directors and

their admitted agents Cole and the coanplainant, from

thus acquiring the properties of which these directors

were trustees.

It cannot truthfully be said that the directors did all

they should have done. In our opening brief and dse-

where in this brief are incorporated suggestions as to

possible methods of procedure that conkl have been pur-

sued by the directors of this company. In addition to the

suggestions so made, we do not see why the directors in

this case did not, as it was incumbent upon them to do,

seek to float a IxhkI issue for an amount deemed sufiBdent

to take care of the needs of the corporation, to supersede

the bond issue secured by the mortage now being fore-

closed. The present bcHidhcdders could with propriety

and proper protection have substituted for their present

bonds, the bonds in the new issue, leaving available for

sale the excess. Twice prevnotisly, and only twice pre-

viously, had the stockholders of the corporation been

called upon to aid in the financing of the company. We
ha\-e shown that in connecticHci with both the preferred

stock and the bonds thereafter floated, there was a prompt

and liberal respcHise, and there is no reascHU to question

that the stockholders could not be successfully appealed

TO for a third time if it were shown to them, as it had

been in connection with the floating of the present bond

issue in 1926 [Tr. p. 594], that the corporation was in

need of money and that the mine would be ruined by

liooding if the money was not obtained. Especially is

this true if it were further shown that the ofi&cers and
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wffing' to. and wotiid. assist in pmiirig over this new

buMi issue, providing the stockholders would do likewise.

Had thi^ made some snch ettort. instead of concealing

what they did do. and had any snch ^ort failed of re-

stdts. xh&a. in the language of Mr. Prnney.

"I would say the directors had done their duty and
the foreclosure should be allowed to take its course."

[Tr. p. 490.1

What jnstiffcatibn is it to say. without making the eiiort.

that anv and all ettorts would have been useless?

At page 52 of their brief, appellees suggest that had

not Thomas F. Cole purchased receiver's certificates, the

mm«* would have be^i destroyed, and further state that

should the judgm^it in this case be reversed upon any

ground whattver. and Cole should refuse further linanc-

ing. operations would be stopped, the mine would be

flooded, and no stockholder or bondholder would be advan-

taged. Appellees may be assured that the intervoaor will

not sit idly by. but will adopt appropriate and lawful

means to see to it that proper action is taken to preser\-e

this mine to the corporation and its stockholders, instead

of leaving the matter in the hands of the pres«it officers

and directors, who. as appellees, admit at page 67 of their

bri^, '^'did the only fair thing that they could do to the

handkolders" and 'simply qtrit."

At page 59 of appellees' brief, counsel prop«:»se the novel

theory as a proposition of law. without citation of cases,

that the court is justified in looking upon the 'subsequent

developments^^ as corroborative of the testimony of those

accused of fraud, and that such subsequent developments
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in this case have shown that the directors exercised "sound

judgment" in permitting this default. This, of necessity,

cannot be sound law because it bmi opens the door and

paves the way to manufactured evidence, and in this case

Kirchen and Cole, two of the conspirators, have at all

times been in control of the mine. We advert to the

contention, however, because it is possible that therein

lies the explanation of why Kirchen did not accomplish,

following the June hearing, the objectives which he led

court and counsel to believe he very likely would achieve.

We confess our inability to appreciate the soundness,

or to follow, the arguments of appellees when they con-

tend that the stockholders—who were purposely kept in

ignorance of what the directors and officers were doing

or contemplating doing, and who were not invited to par-

ticipate and who were regarded as having no rights in

the premises—w^ere the ones who deserted the property

instead of the directors. (See appellees' brief, p. 50.)

The Default in Pajmient of Interest on January 1st,

1928.

Appellees claim, at page 51 of their brief, that

"the evidence is that they acted honestly, without

benefit to themselves, and did the only thing they

could do."

This assertion has been fully answered time and again in

our opening brief and in this brief. The constant repe-

tition of statements of this character cannot make it so.

The facts demonstrate that the reverse is the truth of the

situation.

Appellees also claim, at page 51 of their brief, that the

evidence shows the property of the defendant to be a
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wornout property of speculative value. We believe that

we have already shown that the mine was in fact of great

value. A mining property which built up from a bare

forty acres to more than 1140 acres, and which had pro-

duced $21,000,000.00 in bullion, and paid $4,000,000.00

in dividends, and was but one-fifth explored or developed

at the time of the default, and which was constantly

producing ores and disclosing, even as recent as the period

of receivership, new and valuable veins, and which was

carried on the books of the corporation at over $2,000,-

000.00 and which had valuable ore bearing veins lying to

the west of its developed property—cannot be suddenly

said to be worn out and only of speculative value, where

it had a record of over twenty-two years of continuous

valuable production, and where its mineral bearing de-

posits had barely been scratched. The mine is a going

property. [Tr. p. 301.]

Benham Demand.

The averments of the supplemental complaint in inter-

vention charged a purported and willful default and a

purported notice and demand for foreclosure and payment.

[See Tr. subd. C, par. XIII, p. 28.] In the face of the

general allegations of this pleading, which should be

broadly and liberally construed in the light of all the

specific allegations contained in it, and which challenged

and made an issue of the question as to whether there

had been a default at all, it certainly was incumbent upon

the complaint to show that the demand which was re-

quired to be made of the defendant and to continue thirty

days before suit could be filed for the full amount of the
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principal and interest ur^^er the mortgage had been prop-

erly made. ^,

The oniy demand which was properly authenticated

and which was made upon the defendant corporatioo,

was the demand made by the Guaranty Trust Company

under date of February 11, 1928 [Tr. pp. 196-7], pur-

>uant t«: :: r rr_uest of Thomas F. Cole, dated Fd>ruary

4, 1928 [Tr. p. 200]. The demand of February 11, 1928,

demanded payment, but the suit was filed prematurely in

this: that thirty dairs did not el^kse after :: r "iking of

that demand and before the fihi^ of tsz The suit

was filed on March 8. 1928 [Tr. p. 667].

We are satisfied that the so-called Benham demand

was wiic^ inconqietent to have been received in evidence,

because (1) not made upon the defendant; (2) not authen-

ticated; and (3) made by the secretary- of defendant

—

^

conspirator—in pursuance ox :.-e : :: --:.ri:y

C: - -r irr- :-.- T«ee "^ :: ?.' tt ^rr- :- e:. to justify

::r rr t ; r t: t > : z;:: _:r_ .:_.:. ihe ground

th2t there is a presun:: . : : . m favor of that letter having

:ven and received in due course of business, and

:ni: more and more the law ignores tedmicalities H .v-

ever. the objections to that letter are not mere 7: ; .

rles. To permit the recqition ii: e. : :: r: :

of that character, vital from e ' _; r ::.:::::.

without any more proof than . ^ n ri :
: .5 :i5r,

would be to throw c^jen wide :: r aoc-rs of c iz: :r to

every oncei^-able fraud.

.\TTt 7^ :.: page 79 of their brief, claim thi: :: r :b-

c^::.n ..re. : usly urged in connecticHi with c z: :u-

ments. to wit: at pages 195 and 196, and to th;: r -nn^n.



-50-

letter—a different document—were waived because no

motion to strike was made to the previous documents con-

taining a recital of demand of payment. This argument

is urged with considerable emphasis, but it is entirely fal-

lacious. Had the Benham letter been rejected by the

court, then it would have been incumbent upon the inter-

venor to renew his objection to the previous documents

by a motion to strike, but since the Benham letter was

admitted as the demand of payment referred to in the

previous documents and as supplying the foundation for

their admission, there was no occasion for the renewal of

the objection by a motion to strike in order to preserve

the point.

Counsel argue, at pages 81 and 85 of appellees' brief,

that no demand of payment is necessary where it would

have been futile and where there was a refusal to pay

prior to the making of the demand. This, however, was

communicated to no one. In the case at bar, the require-

ment for the making of the demand was a contractual

condition precedent, and indispensable to the successful

maintenance and prosecution of this suit.

The final argument, urged at page 90 of appellees' brief,

is that the mortgage provided that in the event of any

sale, the whole of the principal sums, if not previously

due, shall become due at once. The answer to this, how-

ever, is that it presupposes such a default in the payment

of interest that the suit could properly be maintained for

the foreclosure of the mortgage for a default in the pay-

ment of interest. However, by virtue of the facts shown

in this case, there was never any default in the payment

of interest which could be availed of for the purpose of
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instituting this action, and hence the principal cannot be

claimed due or enforced in and by means of a wrongful

suit.

Intervention Is Proper.

At page 131 of appellees' brief, counsel contend that

the right to intervene has not been established. This

argument seems to be based in part upon the ground that

the intervention was allowed by order of court upon ex

parte application. Counsel contend that the "usual and

proper way" is by motion for leave to file first made,

citing no authorities in support of the position. There

is no rule or statutory regulation to that effect. It is

simply a question of practice. Had the appellees desired

to question the mode of procedure, they could have pre-

sented a motion to strike on that ground. As it was,

they answered to the merits of the application. An exam-

ination of the motions to dismiss attached to each of the

answers filed by appellees will disclose that the method of

procedure adopted by the intervenor was not urged as an

objection, and hence must be deemed waived for all pur-

poses in this case. [Tr. pp. 45-61.] It may be added,

furthermore, that since the grounds urged as a basis for

intervention were sufficient on their merits for that pur-

pose, the mode of procedure followed is of no importance.

An order was made allowing the intervention, and the

issues raised thereby were tried and decided on their

merits. [Tr. pp. 15, 103.]

Appellees further urge that the intervention does not

conform to Equity Rules 37 and 27.

With respect to rule 37, it may be said that since the

intervenor did not challenge the jurisdiction of the United



—52—

States District Court for Nevada to entertain the action,

that rule cannot be properly invoked against the interven-

tion in this case. In the case of Wenhonie v. Dort M.

Co., 300 Fed. at pages 405-6, the court quotes Equity

Rule 2>7, and says

:

"The intervenor does not challenge the right of

the plaintiff to file, nor the jurisdiction of this court

to entertain, the present bill, and so the intervention

sought is 'in subordination to, and recognition of,

the propriety of the main procedure,'
"

The effect of rule 2>7 has been held to be merely that an

intervenor cannot challenge the court's jurisdiction. King

V. Barn, 262 Fed. 59; Adlcr v. Socman, 266 Fed. 841.

With respect to rule 27, we respectfully submit that

the allegations of the amended and supplemental com-

plaint in intervention [Tr. par. XV^II, pp. 33-4] fully

meet all the requirements necessary to show the futility

and uselessness of any demand which might have been

made upon the board of directors.

The authorities hold that it is not necessary to plead a

demand where the interests of the directors are shown to

be antagonistic to the corporation. Ogden v. Gilt Edge

Co., 225 Fed. 728; Del. & Hudson Ry. Co. v. Ry. Co..

213 U. S. 435, 53 L. Ed. 862.

It is furthermore unnecessary to plead any such de-

mand where it is shown that the request would be an idle

performance or would be unavailing. Wilson v. American

I. Co.. 206 Fed. 743.

Equity Rule 27 has been held not to apply to a suit by

a stockholder charging fraud of the corporation's officers

and agents. Maimer z>. Hegner, 269 Fed. 537.
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In Montgomery's Manual of Federal Jurisdiction and

Procedure, 3rd edition, it is said, at page 576:

"An allegation that the plaintiff has sought redress

of the corporation's officers is dispensed with where
the interest of the officers is shown to be antagonistic

to those of the corporation, its stockholders and cred-

itors, and immediate action is imperative in order

that the property of the corporation be preserved

from loss."

In Brennan v. Barnes, 232 N. Y. S. 112, 133 Misc.

Rep. 340, it is held that where the directors responsible

for the alleged unlawful diversion of corporate property

are still in control of the company, demand on the corpo-

ration before bringing a stockholders' representative ac-

tion, is excused.

Certainly paragraph XVII of the amended complaint

in intervention, when taken in conjunction with the other

allegations set out therein, showed an imperative necessity

for immediate action on the part of the intervening stock-

holder, in view of the filing theretofore by the corpora-

tion of an answer admitting all of the allegations of the

bill of complaint, and sworn to by counsel for the defend-

ant corporation, whose verification recited:

"This appearance, answer and proceedings thereon,

is made upon the authority of certain resolutions of

the board of directors of defendant corporation,

adopted at a special meeting of said board duly called

and held at the New York City office of said defend-

ant corporation. No. 30 Church street, on March 6,

1928, at 2:30 o'clock P. M., at which meeting de-

fendant's said attorneys were duly authorized to

enter the appearance of defendant corporation in this

court and in this suit, and, on behalf of defendant
corporation, to admit all the material allegations of

complainant's bill (a copy whereof was before said
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board) and to waive time for further proceedings

and, on behalf of defendant corporation, to consent

to the appointment forthwith, if the court approved,

of John G. Kirchen as receiver, and also authorizing

defendant's said attorneys to do all other acts and
things pertaining to said case which said attorneys

may approve."

In the face of this resolution, shown as a part of the

answer filed by the corporation, the futility of an appli-

cation to the board of directors is apparent.

It may not be inappropriate to point out that in a dif-

ferent connection in appellees' brief, they admit that a

demand of payment upon the corporation "would have

been futile" [p. 81]; would not have been complied with

because "the directors intentionally defaulted" [p. 84],

and "would be useless" [p. 85].

The evidence adduced at the trial so overwhelmingly

showed that the board of directors was irrevocably com-

mitted to the willful default previously determined upon

by them, that there can be no question, either as a matter

of pleading or as a matter of fact, that any demand would

ahve been a useless ceremony.

Counsel, however, claim (appellees' brief, p. 133) :

"that the intervenor did not take action until too

late. He knew of the mortgage, but was not watch-

ful of the outcome."

We know of no principle of law which requires a stock-

holder to assume that his directors will violate their trust

and which attaches to his acquisition of shares some such

doctrine as caveat emptor as to the directors.

In our opening brief, and in that portion of this brief

dealing with the proof of fraud charged in the amended
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complaint in intervention, we have fully shown that the

evidence justified the charges made in the intervention

complaint.

It should be borne in mind in connection with the in-

tervention in this case, that

"a stockholder's remedy during the pendency of the

foreclosure suit is in that suit and not by an inde-

pendent suit."

Cooke on Corporations, vol. 3, sec. 848-i, pages

2908-9.

If any further authority be necessary, we cite Hawes

V. Contra Costa Water Co., 104 U. S. 450, 26 L. Ed.

827; also. Guaranty Trust Co. v. Duluth, 70 Fed. 803.

At pages 82-3 of their brief, appellees claim that inter-

venor never filed an answer to the bill of complaint. The

supplemental complaint in intervention prayed that it be

treated as an answer to the bill of complaint, and regard-

less of the name affixed to the amended and supplemental

complaint in intervention, it was in fact and in law both

a complaint in intervention and an answer to the com-

plainant's bill of complaint. This the most casual inspec-

tion of the invention complaint reveals.

Appellees have designated it a ''petition' to intervene.

This is incorrect. There was originally a petition for

leave to intervene, set forth at page 2 of the transcript,

and also a separate and independent document by way of

a complaint in intervention, which was superseded by the

document thereafter "and on September 12, 1928, filed

as an amended and supplemental complaint in intervention.

Furthermore, the proceedings had at the trial in reference

to this matter [Tr. p. 379] are as follows:
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"Mr. Belford : Is the complainant at this time

accepting our amended complaint in intervention as

an answer to the bill?

Mr. Gardiner : / think zvc have already stipulated

that.

Mr. Belford : I just want to be sure.

Mr. Gardiner : I think we have, haven't we, Mr.
Cooke ?

Mr, Cooke : My recollection is Mr. Griffith asked

something of that kind, and we agreed to it. I pre-

fer to rest that on the record, but that is my im-

pression."

The complainant's counsel Mr. Gardiner, certainly stip-

ulated as requested, and indicated that such stipulation

had theretofore been entered into, which was in fact the

case. Mr. Cooke, of counsel for defendant and receiver,

confirmed that statement, but he alone added, without

Mr. Gardner joining therein, the statement that he pre-

ferred to rest upon the record, but reiterated that such

was his impression. Counsel cite no authorities to the

effect that a separate and independent document in addi-

tion to a supplemental complaint in intervention, follow-

ing a petition for leave to intervene, is necessary to be

filed as an answer to the bill of complaint. We do not

believe that such is necessarily or at all the law as applied

to this case, and where the intervention complaint is of

the character, in substance and form, as that of the

amended and supplemental complaint filed in this case, we

are satisfied that nothing further was required (Toler v.

East Tenn. Ry., 67 Fed. 167) ; but if it were, it was dis-

pensed with by the stipulations entered into and above

quoted. The case was tried on the theory that it did

constitute an answer.
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We believe that the court will agree, upon an exami-

nation of our amended and supplemental complaint in

intervention, that in the absence of demurrers or motions

attacking the sufficiency of the same, that it is a sufficient

technical pleading to justify the court hearing and deter-

mining the issues so raised upon the merits. All of the

essential averments are present in that pleading, and we

believe furthermore that as a pleading it would be invul-

nerable as against any attack directed at the same by

way of demurrer or motion.

The Intervener Comes Into Court With Clean Hands.

Many points made by appellees at pages 149-153 of

their brief have been fully met elsewhere. Appellees

have sought to place the intervenor and one of his as-

sociates in this intervention in an entirely false light

by taking isolated quotations from Mr. Pinney's letters

to Mr, Kirchen, and quoting them without reference to

their context. With the assistance of volunteer remarks

and garbled interpretations, appellees have endeavored

to ascribe to the intervenor improper motives and bad

faith for the purpose of diverting attention from the real

issue. Allusions are made to a "hold-up" and the hope

of obtaining "special favors." We propose here to give

consideration to these charges.

We only ask this court to allow Mr. Pinney's letters to

speak for themselves. When read carefully and dispas-

sionately it wall be seen that appellees' comments are with-

out merit, and especially the claim that not a single con-

structive suggestion or idea or ofifer to assist in the finan-

cial difficulties was ever made by either the intervenor or

by Mr. Pinney.
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The letters of Mr. Pinney are found in the transcript

commencing at page 477. A perusal of these letters will

demonstrate to the court that Mr. Pinney is a high-prin-

cipled man, actuated by motives which cannot be im-

pugned; that he is a pioneer in that part of mining which

has to do with the recovery by perseverence and effort of

precious metals which are hidden in the bowels of the

earth, and that he is in no sense of the word a "stock

speculator." He adverts in his letters to what was un-

doubtedly the keynote of his own career in mining, when

referring to a great mining engineer whom he once heard

give expression to the motto

:

"I care not whether stock is five cents or five dol-

lars; I am here to make a mine if such a thing is

possible." [Tr. p. 485.]

Conscious of the uprightness of his dealings down

through the years, Mr. Pinney refers Mr. Kirchen to his

two banks, the Bank of San Pedro and the First National

Bank of Los Angeles, with whom he started banking in

1885, and who

"will, I am sure, give you their opinion as to whether
he is a crank or a fool." [Tr. p. 480.]

His letters show : That by reason of his mining ex-

perience he has some knowledge of proper ways in which

to raise money for legitimate mining enterprises; that he

abhors the devious methods employed by unscrupulous

stock speculators; that while he was happy to have Mr.

Kirchen's personal assurance that there was nothing

which was not honorable and upright in this whole deal,

there was considerable doubt and misgiving in his mind

as to whether Mr, Kirchen knew all of the facts; that he

had unbounded confidence in the value of the mining
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properties of the Tonopah Extension Mining Company

as result of intimate personal contact with and knowledge

of the "flat" in which the defendant company's mines

were located; that this acquaintance commenced with the

inception of the flat's mining activities over twenty-five

years ago; that he was one of the four principals who

undertook the development of the Little Tonopah Develop-

ment Company's holdings of over 430 acres of patented

ground, which was later acquired by the defendant cor-

poration; that his knowledge of the grounds and minerals

therein were such that when others (to use his homely

expression ) "got cold feet" and became discouraged, he

hung on. and purchased the interests of his associates;

that thereafter when it became possible to dispose of his

interests therein he magnanimously divided the profits

realized among the men who helped him most to make

the deal; that in recalling the years 1905 to 1912 when

he was in close personal touch with the "doings of the

camp" and the activities in its various mines, the strug-

gles of 1907 came to mind, when the railroads practically

forced the mines to change from oil to coal burning en-

gines, and he alone, by reason of his close acquaintance

with Senator Clark's railroad interests, was successful in

getting what he understood to be the last two tank cars

of oil into Tonopah. of which he allowed Mr. Kirchen. as

manager of the extension, to have half a car load; that

throughout he had played a large but quiet part in the

honest effort to make a mine and to help mining in gen-

eral in Tonopah. winding up his active eiforts in that

particular in 1912 by the sale of the Little Tonopah De-

velopment Company to Kirchen and associates. Later he

acquired 10,000 shares of the common stock of the ex-
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tension, the original of which shares he still held, never

having sold a share; that he purchased preferred stock

when it was offered for sale, and purchased as much of

the bonds as he was permitted to acquire.

With the then struggles and difficulties which were sur-

mounted still fresh in his mind is it any wonder that Mr.

Pinney, having put so many years of honest toil and en-

deavor in the "flat" and with his heart still there, should

say, as an "old timer" and as a pioneer:

"You can plainly see how I would be much more
interested than the ordinary stockholder." [Tr. p.

480.]

In a subsequent letter he again refers to this and says

:

"I still contend I am not in the same class as the

ordinary stockholder." [Tr. p. 487.]

More than this, he was for an additional reason not in the

same class with, but much more interested than would be

the ordinary stockholder: he throughout had an abiding

confidence in the property. That expression occurs in

various ways throughout these letters. [See Tr. pp. 479,

480, 486, 487, 490.]

We briefly quote from Mr. Pinney's letter as follows

:

"My feeling of loyalty to the mine has remained
constant throughout the years. I have been willing

in the past at all times to lend financial and moral

support. That is still my position." [Tr. p. 491.]

"I could, in the event the showings justified a be-

lief in the realization of your hopes and our hopes,

aid materially financially." [Tr. p. 492.)

''Not to mention other reasons in view of my
knozvledge of the entire situation it is sufficient to

say that zvhile it is possible that the other stock-
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holders may have been solicited and circularised when
the corporation needed funds, our people were not.

They never heard of the need of funds. Had they

been, there woidd have been no just cause for com-

plaint at their response.'' [Tr. p. 493.]

Your Honors niay well appreciate that upon receipt by

Mr. Pinney of the communication of Thomas F. Cole,

dated January 14, 1928, advising of the precarious con-

dition of the mine financially [Tr. p. 423], it was "some-

what of a puzzler" to him. [Tr. p. 477,]

He writes

:

'T thought I understood it and yet I could not ex-

actly square it with my knowledge of the valuable

holdings and superb equipment of the 'Extension' and
the business capacity of its officers and directors, to

say nothing of its general manager. That the com-
pany had refused payment of the January 1, 1928,

coupons ($15,000.00) did not seem possible. So I

gave my coupons to my bank (Los Angeles First

National Trust & Savings Bank) for collection. Now
I got report from it that payment was refused on
account of 'lack of funds'. What kind of manage-
ment is it that will put in peril the ownership of this

great property on account of a payment of the com-
paratively small sum of $15,000? So far I have no
word from either the officers, directors or stockhold-

ers. Only the proposed action of bondholders ac-

tually or ostensibly through P. F. Cole. Rather sig-

nificant, is it not?" [Tr. pp. 477-478.]

Finally, he concludes by saying

:

"I may be borrowing trouble and I hope I am. As
I see matters the directors are showing far more
concern in the creditors than in the stockholders. ' I

have had a lot of court experience from which I

would say the law does not look with favor on the

breaking of good faith by directors (trustees) of a
corporation. * * * Plainly I do not like the con-
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dition, as it appears that the directors have permitted

to come about, and even at my age, I am determined
for myself alone and at my own expense to get at

the bottom of this thing and if it needs be to go to

the full limit." [Tr. pp. 480-481.]

In the above frame of mind, Mr. Pinney states that if

Mr. Cole and Mr. Kirchen are in a position to adjust

matters with him along lines which, everything consid-

ered, "seemed just" to him. he was willing to compromise,

but

—

"* * * if there is to be any reorganization of

the Tonopah Extension Mining Company I must be

placed in the new company with the same relative

holdings of stocks and bonds as was possessed in the

old company. I suppose further that I would have
the right to purchase new bonds to any extent I saw
fit if done within a reasonable time." [Tr. pp. 482-

483.]

Subsequently, after an interchange of ideas, Mr. Pin-

ney concludes

:

"It is my position—and 1 am not stating it as a

hold-up proposition, because I have never been guilty

of an attempted hold-up in my life—that if there is

to be no redemption from a possible sale in this suit,

I cannot see that the proposed plan in connection with

reorganization is fair or right as to us." [Tr. p.

492.]

In that same letter Mr. Pinney suggests the following

constructive plan of procedure

:

"When, in thirty or sixty days you are taking out

quantity and quality of ore that show good net earn-

ings, and the general showing is such that you can

say to the directors that with their co-operation you
believe the redemption of the property is in order

—

then if the directors will send out a letter to the

stockholders, telling of the much improved condition



-63-

of the mine, and saying plainly that you and the di-

rectors felt that owing to the much improved condi-

tion of the mine, etc., that you and they felt an ef-

fort ought to be made to redeem the property from
the foreclosure proceedings and that this could be

done only by adding to the earnings something like

four or five hundred thousand dollars (as the case

might be), and to do this they proposed to sell 400,-

000 shares of preferred stock at a dollar or a dollar

and a quarter per share— (the convertible bonds be-

ing out of the way, this stock would be available for

sale. Give the common stockholders a chance to buy
the stock in proportion of one-fourth of their hold-

ings. If any of the stock was left unsold by reason

of some stockholder not taking his share, I do not

believe it would be hard to sell the stock as there

would be only 700,000 shares out on which dividends

to the extent of three dollars per share would be

paid before common stock participated. This would
at best take several years.)—If it was thought best

to put it up to the common stockholders in such a

way, in case they did not respond and buy the stock

as offered, then I would say the directors had done
their duty and the foreclosure be allowed to take its

course—but I would say, to show good faith, the di-

rectors and heavy stockholders ought to agree to take

their proportion of the stock. ( 338. ) On some such

plan I am with you heart and soul." [Tr. pp. 489-90.]

This, the last letter of Mr. Pinney, concludes as follows

:

"I would ask you to think this all over and see if

you do not conclude that we are asking for no more
than what we honestly believe we are entitled to by
all that is fair and right." [Tr. p. 493.]

Do these letters justify the caustic remarks of appel-

lees? Appellees seek to find the mote in their brother's

eye without perceiving the beam in their own eye.

We most respectfully request this court to read the

Kirchen-Pinney correspondence in its entirety. A review

of the letters written by Mr. Pinney, as a part of that
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correspondence, will disclose that although part of an

effort to effect a compromise, no unreasonable demand

was made, and that they afford no basis to appellees for

the claim that the intervenor in this case comes into court

without clean hands or that his intervention is not in

good faith. Particularly is this true where the intervenor

himself testified that he had brought this intervention to

protect his own interests and those of other stockholders,

and that his friends did not request him to file the com-*

plaint in intervention. |Tr. p. 320.]

We doubt not that the story of the preconceived and

predetermined default agreed upon by the board of di-

rectors in October and December of 1927, would never

have been elicited in the evidence, even in the glossed

over manner in which it does appear, with excuses and

^xclamatiotir. and attempted justifications throughout,

were it not for the intimations contained in Mr. Pinney's

letters that he was possessed of some information "of the

doings of the directors." | Tr. i)p. 487. 482.
]

The Invalidity of Receivers Certificates and the

Prejudice Resulting Therefrom.

Counsel for appellee devote a considerable portion of

their brief in the effort to sustain the validity of the

receivers certificates, and quote from several cases with

that end in view.

We respectfully maintain that there was no power or

authority, nor indeed anything more than a very limited

discretion, in the lower court to authorize issuance of

receiver's certificates for the purpose of providing funds

with which to carry on a speculative or hazardous mining

business which had theretofore been and was then being
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conducted at a known loss, especially where it was the

intention of the receiver to expend the funds so realized

for the purpose of exploratory and development work,

as distinguished from mining- work.

The authorities cited by appellees are one in holding that

a receiver has only the rig-ht to care for and preserve

the property of the corporation. Under different facts

the interpretation upon these words has been extended so

as to include a certain amount of operation as being essen-

tial to and included within the "preservation" of the

property. The cases cited by appellees are not cases

where the business was highly speculative or was being

conducted at a known loss.

In Tardy's Smith on Receivers, Vol. II, page 1510, it

is said:

"We have not observed any cases which have gone
to the extent of allowing mere development and ex-

ploration work."

On page 1513 of Vol. II it is said:

"The question of whether the receiver should be
directed to operate the mine is one within the dis-

cretion of the court, and where the operation of the

property is regarded as a matter of hazard, the court
should refuse to do so as a matter of precaution to

protect the incurring of operating debts without funds
for their payment: the court should undoubtedly act

with caution in regard to mining operations, and if

there are secured creditors, should obtain their con-

sent to such operations or require the litigant who
desires such operation to secure the estate from loss."

Dalliha v. Rigqs, 82 Pac. 108-109, 114 A. S. R. 267,

states

:

"It is clear to us, however, that a court of equity

has no authority to place its receiver in charge of
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such property and operate the same, carrying on a

o^eneral mining: business, and when its turns out a

loss, as is Hkely to be the result in such cases, charge

the same up as a preferred claim and lien against the

property to the prejudice and loss of the owners of

prior recorded liens on the same property."

"There is no question but that a court of equity

has the power and authority in a proper case to ap-

point a receiver to take charge of property and to

care for and protect the same and decree the charges

thereafter as a prior claim and lien against the

property paramount to all mortgages or all other

liens or encumbrances, but for the court to go be-

yond the protection and preservation of an ordinary

placer mine and assume to enter into mining opera-

tions and the running and conduct of a mine, as

appears to have been done bv the receiver in this

case, is outside of the dutv of courts of equity and
of their receivers and this excessive exercise of juris-

diction becomes dangerous when indebtedness sup-

plants prior existing mortgages and obligations upon
the property."

In the case of Farmers L. & T. Co. v. Grape Creek

Coal Company, 15 Fed. 481 (c. c). it is said:

"In a suit to foreclose a mortgage of a coal mining
company the court has no power as against the ob-

jection of even a small minority of the holders of

the mortgage bonds to authorize a receiver appointed

in the suit to issue certificates which would be a first

lien on the mortgaged property in order to enable

him to continue operations of the mines."

In the following two cases the receiver was held per-

sonally liable for continuing the business of the receiver-

ship at a loss:

Guttersou z'. Lebanon, 131 Fed. 52;

Kennebec Box Co. v. Richards Co., 7 Fed. (2nd)

290.
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If file coort win examine the transcript: of flie pfx>-

rpfdii^s had at the Jmie hearing when the Erst $200,000

of reoei¥er certificales were authorized to be issned, it

win be noticed that the inlerveuor at no time objected to

the expenditnre of money to pomp water from the mine,

ooncedii^ that that was essential to the care and preserva-

ticn of the mine; did not m^ any particiilar objeddon

to miniiig oies in sight which would prodiOGe a revenue,

bat did object to the expenditnre of moneys for dev^p-

ment and exfJoratory woiIl

The assnrances of the receiver in his testimony, quoted

early in this brief, were however so stroi^ and the pros-

pects of rdbabihtatiiig^ the company financially so great,

that oounsd icar the intervenor mcse or less receded from

an insistence iqioa a strict interpretation of the decisions

so as to permit certain devdo|Maient and ex^oraticHi work

of not to exceed from ^2,000 to $40,000. but ui^ed upon

the ooort that the receiver :dionld from time to time caa-

sult the coort and ap|^ for further instructioDs in case

Ins rosy hopes and expectations were not realizedL (See

pages 631 and 634.) The court's rnlii^ is found at pages

634-5-6.

By reason of the assurances and refnieseatations of the

receiver it is little to be wondered at that both the trial

court and counsdL for intervencH' were tremendously im-

pressed, and that i^on the strei^th of same the court

^nranted the receiver's am^icaticHi.

Coonsd now claim that there was a ccnnplete consent

on the part of intervenor. The record, however, shows

that iutervenor's counsel more cr less submitted it to the

court, and if he consented at all it was only to the extent
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of no more than twenty to thirty, or at most forty, thou-

sand dollars. Horvvever, it must not be overlooked that

no disclosure was made at that hearing of the cash and

equivalent assets of the company on January 1, 1928.

We have already referred to Mr. Kirchen's testimony

given at the time of the trial [Tr. p. 510] in which he

testified that he had agreed with Mr. Cole's idea that it

would take $400,000 to put the mine on a self-sustaining

basis; yet at the June hearing the receiver concealed from

the court the fact that he had gone on record at the Oc-

tober, 1927, meeting of the board of directors as saying

that it would take $400,000.00 to be spent in the mines

before it could be put on a sustaining basis. All of the

testimony given at the June hearing would naturally lead

to the conclusion that for an expenditure of approxi-

mately S30,000.00 it might be possible to avoid the fore-

closure proceedings. |Tr. pp. 625, 626, 627, 628, 629.]

Furthermore, that for the amounts mentioned it would

be possible to accomplish certain objectives, namely : That

during the receivership "we should have the Paymaster

vein, the 1530 vein and the 1531 vein in a state of pro-

duction." (Tr. vol. 2, p. 621.]

He further stated that in the next thirty days the ton-

nage could be increased materially and still further in

sixty days, namely, to 4000 tons. He expected to get

under the 1531 vein on the 1880- foot level within six

months, and to get under the Paymaster vein on the 1 540-

foot level. It would take about five months to get under

the 1531 vein. The production of 4000 tons after sixty

days might continue for eight or ten months, but a\sf)

might continue for a year or a year and one-half to

exhaust it. [Tr. vol. 2, pp. 608-9-10.]
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At page 623 of the transcript, the receiver estimated

it would take two and one-half months to get under the

Paymaster vein, and five months to get under the 1531

vein. On that same page the receiver estimates that the

total cost of the work contemplated would aggregate about

$21,000 00 or $22,000.00.

At the time of the trial the receiver testified that there

had been sold approximately $131,000.00 of receiver's

certificates. (Page 306.) At pages 307-8 the receiver

briefly states the result of certain work attempted to be

done which, however, he claims was blocked in two in-

stances by the flow of water. At page 347 the receiver

further testified that the only other development work

not mentioned by him was a little work done on the 1880-

foot level, which was discontinued. At page 348 he states

that no work has been done since the June hearing on

the Paymaster vein; that they have not cut under the

Paymaster vein with the 1880-foot drift, and that they

were not able to cut under the 1530-foot vein.

The results achieved by the receiver after expending

$130,000.00 gross and four months of time fell so utterly

short of the representations and assurances as to what

the receiver, in view of his twenty-two years of experi-

ence in handling that mine and his judgment as an engi-

neer, led the court to believe was reasonably within the

range of what might probably be accomplished for the

benefit of the defendant company and of its stockholders

—that counsel for the intervenor, at pages 372 to 376 of

the transcript, called the court's attention to the situation

and objected strongly thereto, and withdrew any conces-

sions or consents, if such they were, which might have

been made at the June hearing, and stated that any further
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expenditure would have to be upon the responsibiHty

of the receiver, or the court, without waiver of objections

or consent by intervener.

It is certain that had the receiver not testified as he

did at the June hearing, his application would never have

been granted. At the trial the receiver did not even at-

tempt to make any explanation as to why he had been

unable to make good his representations to the court,

other than that in one or two instances he encountered

water. This could not have excused in its entirety the

utter failure to achieve any one single objective of the

many that he represented to the court could be achieved,

nor further did it excuse or explain how, without the

achievement of a single objective, the cost thereof had

so greatly exceeded his original estimates.

Hence, this court must readily see the force and pro-

priety of the objections and arguments which were urged

by counsel for the intervener at the June hearing upon

the conclusion of the testimony, to the effect that the

receiver should not have the matter of exploration and

development work committed entirely to his discretion,

but should be limited and curtailed by proper restrictions

placed upon his activities by the court, especially where

he was engaged in a speculative and hazardous business

at a known loss, and to the effect further that the receiver

should, in the event he found he was mistaken, have ap-

plied to the court for further orders and directions instead

of continuing to go ahead. We earnestly ask the court

to carefully read pages 629 to 636, volume 2 of the

transcript.

Despite the fact that the receiver testified at the trial

[Tr. p. 305] that "it is no more advantageous from the
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standpoint of income to operate the mine at the present

time than it would be if the mine were shut down and

merely pumping operations carried on", the receiver, in

December of 1928, following the trial, applied for leave

to issue $100,000.00 more of receiver's certificates. [See

Tr. p. 90.] To that application vigorous objections in

writing were filed by intervener in the light of all that

had developed at the June hearing and the disappointing

results shown in connection therewith at the trial on the

merits in October following. [See Tr. p. 94.]

Clearly, in view of the objections made by the inter-

vener at the time of the trial [Tr. pp. 372-6], when there

had been an expenditure of $130,000.00, it was error for

the court to have permitted the expenditure of the addi-

tional $70,000.00 thereafter of the first issue of receiver's

certificates, and likewise error to have authorized $100,-

000.00 in addition, to be used for development and ex-

ploratory purposes, in the face of the consistent objec-

tions made by this intervener.

The receiver's certificates in this case were as much a

"device" to aid in the accomplishment of a fraud as was

the "collusive judgment" obtained by the Southern Pa-

cific Railroad—a creditor occupying the position and sub-

ject to the fiduciary obligations of a director, dominating

and controlling a corporation—in the case of Title In-

surance & Trust Co. V. California Development Co., 171

Cal. 173, 207. It was further held in that case that an

attachment lien could be "assailed for actual fraud in its

creation, operating directly upon the rights of the party."

(Pp. 215-6.)

V/e certainly disagree with appellees' conclusion ex-

pressed on page 106 of their brief that the purpose of the
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receiver certificates was only for the preservation of the

property, and we furthermore disagree with the state-

ment that the intervenor actually consented to the issuance

of these certificates. We have shown the extreme limit

and that extreme limit was the sum of $30,000 or $40,000,

and we do not believe that even to that extent we would

be bound as a result of the gross imposition which was

practiced upon court and counsel.

There was never the slightest suggestion to the court

that the receiver entertained or had expressed the opin-

ion that $400,000 would have to be spent in or upon the

mine.

The position of the receiver at the June hearing and at

the trial are hopelessly irreconcilable. Certainly the court

was imposed upon at one or the other of these times, if

not on both occasions.

Does not this inexplicable situation confirm the position

of the intervenor, as already stated and as immediately

to follow?

The grave concern of the intervenor as a stockholder

in regard to the matter of the issuance of receivers' cer-

tificates is very evident, and the prejudice which he, and

all other stockholders similarly situated sufifered in com-

mon, as a result of the issuance thereof, is very plain.

1st: Tt augumented the amount of the indebtedness

of the corporation and doubled the original amount of the

bond issue, making it incumbent upon the stockholders

to raise tunce the amount of the bond issue to discharge

the liens against the property, so as to retain it for the

benefit of the corporation.
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2nd: It seems to have been used to persuade the court

to order a sale without redemption.

3rd: It was designed and intended to insure a loss of

the mine to the company and stockholders by a foreclosure

thereof even if the mortgage itself should not he fore-

closed. Counsel, at page 151 of their brief, take this very

position.

Yet, when all is said and done, the receiver's certificates

and the sale thereon must stand or fall with the sustain-

ing or setting aside of the decree foreclosing the mort-

gage in this case, because inextricably interwoven with it,

and conceived in the same fraudulent plan. No severance

is possible.

Intervenor does not admit that if there were any infirm-

ities in the decree which ordered the sale of both real and

personal property in a unit without redemption, it is cured

by the receiver's sale. This whole foreclosure proceeding,

with all of its ramifications, is vitiated by the fraud which

attached from its inception and continued throughout.

The expedient of resorting to receiver's certificates was

a part of the "mechanics" agreed upon between Cole and

the officers and directors of this company in October and

December of 1927. Cole was a co-conspirator and liable

as such with the officers and directors. Cole, for all prac-

tical purposes, was and is a party-litigant to this case,

acting through the complainant, his trustee, and directing

and controlling its actions in the matter of the institu-

tion and prosecution of this action. He was the purchaser

at the sale, used these certificates as part of the "purchase

price" and cannot be considered as an innocent third

person buying at a judicial sale. He has since held the
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title as trustee ex maleficio. Nothing can be gained by

the wrongful use of the powers and processes of the court.

{Angle v. Chicago, 151 U. S. 1. j

Error of District Court in Decreeing Sale Free From
Redemption.

The clause in the mortgage quoted at page 118 of ap-

pellees' brief, and set out at page 730 of the transcript,

providing for a waiver of the right of redemption, is void

as against public policy. (Peitgh v. Davis, 96 U. S. 332;

24 L. Ed. 776.) We furthermore feel that, in determin-

ing the question of whether there should, or should not,

be a sale without right of redemption because the prop-

erty consists of both real and personal property, the court

should take into consideration the rights of the corpora-

tion and of its stockholders and the ix)sition in which it

leaves them. With much force it may be argued that

where the real and personal property constitute a unit

and the concern is a going concern, and the personal prop-

erty cannot be severed from the real property without

loss in value—that the sale of all the property should be

en masse, or as an entirety; also, that it should either be

all with the right to redeem or all without the right to

redeem. However, we cannot understand why the per-

sonal property, which is the incident, should control the

real property, which is the principal. If redemption is

provided for from a sale of real estate by the laws of

Nevada, as counsel concede (page 116 of their brief),

then it would seem to follow that the personal property

(the most valuable of which is more or less a fixture),

should also be subject to redemption, rather than that the

drastic converse should be the case. Upon principle, why
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should it be possible to avoid redemption of real prop-

erty—a right so sacred in the eyes of the law that no

valid contract can be effected for its waiver—by the

admixture of personal property of one-tenth, one-twentieth

or possibly one-onehundredth the value of the real prop-

erty? Does the tail wag the dog? Certainly it goes with-

out argimient, tha tthe right to redeem was of immeas-

urably more value to the defendant and its stockholders,

than any possible difference making a loss in price which

might result from granting rights of redemption. In

other words, it is far better for the company to get a

lesser bid for its property and have the right to redeem

thereafter, than to get a greater price without any right

to redeem.

Questions of Public Policy and Public Interest.

Appellees argue, at page 124 of their brief, that the

maintenance and continued operation of the mines in this

case was of paramount interest to the state of Nevada^

and has been declared a "public use" by legislative enact-

ment of the state of Nevada, and that in consequence

thereof it was obligatory upon the lower court to issue, and

upon this court to sustain, the validity of all receiver's

certificates.

Counsel cite and quote the Statutes of Nevada for 1887,

and seek to support three contentions thereby, namely:

(1) The propriety of the lower court ordering the sale

of the property of the defendant corporation as a unit,

and without redemption;

(2) The validity of the receiver's certificates as to their

being a first lien upon the property, and the propriety of



—76-

their use to the mine in operation, though at a loss, and

in pursuing exploration and development work, in addi-

tion to pumping and preserving the property;

(3) The correctness of the lower court's decision mak-

ing an exception sustaining the purposeful default de-

termined upon by the board of directors in this case

because the corporation was a mining corporation and

not the ordinary commercial or industrial enterprise

I.

As to the first point, all that can be said in reference

thereto is covered under a separate heading dealing with

the question of redemption. This statute was controlling

with the lower court in denying redemption.

"The Court: I think you need not take up any
further time on the proposition. The court will sus-

tain the proposition. If the court is in error, it

probably could not take away a right of redemption

if the law gives it. Mining property particularly

in this state, has been declared to be a public use;

the right of eminent domain has been extended to it

more than any other property in the state of Nevada

;

it is in the nature of a public use."

II.

As to the second point dealing with the effect of this

statute on the validity of receiver's certificates, we first

wish to call attention to the fact that we have, under a

separate heading, given our arguments and cited our

authorities showing the invalidity of those certificates in-

dependently of the point now raised. We respectfully

maintain that the statute now under consideration cannot

be successfully invoked to sustain the validity of those

receiver's certificates. We question that the state of

Nevada could, by any valid enactment of its legislature,
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make the mining of precious metals a public use as a gen-

eral proposition, and certainly could not make it a public

use for any purpose valid in this case. The mining of

precious metals is in essence a private enterprise pure

and simple. It cannot inherently and intrinsically be made

by legislative fiat a public use when in fact it is not a

public use. The mere fact, as counsel argue at page 125

of appellees' brief, that workers engaged in actual mining

would be laid off, and that the Town of Tonopah would

be deprived of revenue to itself coming from the laborers

engaged in mining, does not support the contention that

mining industry is a public use. Those arguments can

equally be urged with respect to any other private indus-

try and enterprise. Basically, we understand the term

"public use" to mean that it is a use conferred alike upon

all of the inhabitants, without restriction, to satisfy a

great public want or exigency. Mining is not in any

sense to be compared with "public uses" in the accepted

sense of the term. Tf it be argued that ordinarily such

matters are committed to the determination of the legis-

lature, we answer that that is true, subject, of course, to

constitutional limitations, and subject further to the rule

that the legislature cannot by edict make that a public

utility which in fact is not, and take property by a fiat

that it is being devoted to a public use. In such cases the

courts will disregard the legislative declaration that the

use is public. The question presented is ultimately a

judicial question entirely.

Associated Pipe Line Co. v. Railroad Commission,

L. R. A. 1918 C, 849;

Walker v. Shasta Poiver Co., 160 Fed. 856;

Consolidated Channel Co. v. The Central Pacific

Railroad Co., 51 Cal. 269;
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Shasta Power Co. v. Walker, 149 Fed. 568;

Rindge Co. v. County of Los Angeles, 262 U. S.

700; 67 L. Ed. 704.

We earnestly insist that the statute of Nevada, reHed

upon by appellees, is ineffective for any purpose in this

case, and certainly cannot be availed of to sustain the

validity of the receiver's certificates to the detriment of

the stockholders and the corporation, and that such stat-

ute is void because in conflict with the provisions of the

Constitution of the United States in that it would destroy

vested property rights and interests, impair the obliga-

tions of a contract, take property without due process

of law and without just compensation. (Fallbrook Irri-

gation District v. Bradley, 164 U. S. 112; 41 L. Ed. 369.

)

The suggestion by appellees that the Nevada statute

in question has been followed in that state for many years

cannot, under the decision just cited, control this court.

The United States Supreme Court has held in the above

case that the declarations of the people and legislature

of that state, in their Constitution and statutes, and the

state court decisions, are "to be treated with very great

respect by this court, but they are not absolutely binding

on it as to what is due process of law, and as incident

thereto what is a public use." (Fourth syllabus )

We ask the court to take into consideration the points

and authorities submitted in connection with the validity

of the receiver's certificates in the other portions of this

brief, when passing upon this question in reference to

their validity.
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III.

Concerning the third use sought to be made of the

Nevada statute, we very respectfully submit that no jus-

tification upon reason or authority can be found for dif-

ferentiating the case at bar from the rule which, under

the facts shown in this case, would certainly apply with

equal force to this case as to any other commercial or

industrial enterprise. There is no ground for creating

an exception which would justify in the instant case

—

because it is a mining corporation—the acts of the di-

rectors and officers of this corporation, which in the case

of any other commercial or industrial enterprise would

be held illegal. Yet this was the controlling distinction

in the mind of the lower court in decreeing a foreclosure

in this case.

The trial court, upon announcing its decision in this

case, stated as follows:

"There is nothing in this plan of procedure, in

view of the facts established in this case, which indi-

cates any fraud upon the part of the officers. In

this case if must be comprehended that zve are deal-

ing zvith a precious metal mine, and not the ordinary

commercial or industrial enterprise." [Tr. p. 606.]

"The Court ;
* * * We have here now a min-

ing property, which, as I have said before, is dififerent

from any other kind of an enterprise. That is one

reason why the court granted the judgment of fore-

closure. What zvas done by the directors of this com-
pany, if it had been a commercial enterprise might

raise a serious question of doubt. I am referring

to the board virtually deliberately defaulting upon
the payment of interest. I think under the circum-

stances the board, in dealing zvith a mining enter-

prise of this kind, had a perfect right to do that. It

zvas proper to be done; it zvas the only thing to do

under the circumstances." [Tr. :^5937, p. 112.]
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"The Court: * * * j^ considering all of the

various questions that have been presented upon the

foreclosure suit and the receivership, I want, in con-

clusion, to emphasize what zvas briefly stated in a

yiieniorandum opinion heretofore filed; that in this

case we are dealing with a precious metal mine, not

with an ordinary industry. Courts of this state will

take judicial knowledge of the conditions generally

surrounding the mining industry, and particularly

that of the precious metal mines, and of the history

of this state with respect to such mines. I think

there has been no stage of the proceedings here in

which the court would not have been justified in dis-

missing entirely the petition in intervention. The
only question which the court lias considered of seri-

ous importance is tliat in connection with the original

failure of the directors of the corporation to pay the

interest accruing on the bonds, when it may be said

technically, the company zvas in position so to pay.

That might in the case of any other industry, be a

sufficient ground for a stockholder to make an attack

upon the procedure ; but this is the case of a mining
company." [Tr. #5937, pp. 138-9.]

The Charges of Fraud Were Sustained by the

Evidence.

It must be remembered that the holding of the Circuit

Court of Appeals in the case of Stewart v. Larson, 298

Fed. 223, is but a reiteration of a principle long estab-

lished in our jurisprudence and since repeatedly affirmed.

The court held in that case that wherever transactions

between individuals and the corporation of which they

are directors and officers, are unfair, or there is an un-

just advantage secured, or there is antagonism between

the interest of the individuals and the duty of the officials

resulting in the triumj^h of the former, such transactions

are voidable at the option of the corporation, its creditors
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or stockholders, and whenever their acts are questioned,

they are properly held ''to assume the burden of proving

good faith and the perfect justice of their demands."

Also: 'Where directors of a corporation deal with them-

selves as individuals the transactions are subject to the

closest scrutiny, under the most searching light of truth

and must be characterised by absolute good faith."

Certainly it is beyond all dispute that the officers and

directors of this company were in absolute control of it.

They constituted individually the largest individual own-

ers of stock; likewise they constituted individually the

largest owners of the bonds of this corporation. They

were in offxe as directors and as officers of the defendant

corporation. Despite appellees' denial to the contrary,

they were in the actual and active control of the company

from every possible standpoint.

Appellees seek to impress upon this court the fact that

they did not actually own a majority of the outstanding

stock. However, it was proven at the trial that they held

the proxies of the majority of the stock. The very fact

that they may not have actually owned a majority of the

outstanding stock is but an added incentive for their

attempting to acquire the property of the corporation by

the means resorted to by them, and but adds to the enor-

mity of their misconduct. Appellees did not, upon the

trial of this case, submit a list of the stockholders and their

relative stockholdings, but we may well assume that with a

corporation having as many as 3,500 stockholders, the

average stockholding of each, after deducting the share of

the directors, officers and those attending the October,

1927, meeting, would not exceed 300 shares. With such a

wide and scattered distribution of stock, the very number
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of stockholders and the smallness of their holding indi-

vidually, despite its proportion in the aggregate, leaves the

control from a practical standpoint in those who are the

owners of the largest holdings and in charge of the cor-

poration—in this case in the Schwab-Cole group of direc-

tors and officers. It is, however, a sufficient answer to all

of appellees' contentions along this line to point out that

they—and not the other stockholders—did in fact dom-

inate and control the corporation, and did determine and

execute the policies to which they committed the corpora-

tion and that such policies redounded to their own selfish

interests and to the exclusion of the other stockholders

—

and that is all with which this court is concerned.

The consequences of the fraud laid to their door, cannot

be escaped by the suggestion made by appellees that the

trustee in this matter represents other innocent bond-

holders besides the parties charged with fraud in this case.

It is unnecessary for us to consider what effect, if any,

this might have, had the complainant been able to show

that prior to the filing of foreclosure proceedings there

were a majority of such innocent stockholders claiming the

benefit of the default caused by the conspiring bondholders.

The fact is that at the time Cole made the demands upon

the trustee, contained in his letter of February 4th, 1928,

for an acceleration of the maturity of the bonds and the

institution of this foreclosure proceeding, he had a bare

majority of the outstanding bonds, only by including the

bonds zvhose ozmicrs zvoidd be estopped from so using the

same. The matter relates back to the situation as of Feb-

ruary 4th, 1928, and not as of any subsequent time. It

needs no argument, however, to show that the trustee is

in no position to seriously urge upon this court the rights
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of so-called "innocent" bondholders, for the reason that

almost 87 per cent of the owners of outstanding bonds

were shown to have either originally conspired with, or

thereafter allied themselves with, Cole, and are therefore

bound by the machinations of this man as their agent,

which set in operation and culminated in these proceed-

ings. They cannot retain their original status of inno-

cent bondholders, and accept the fruits of his wrongdoing.

We wish to refer the court to the case of Covington &
Lexington Railroad v. Bowler, reported in 72 Ky., at page

468. This was a case where a director who practically

controlled the board of directors caused all the earnings of

the railroad to be used in improving the property, thereby

preventing a payment of interest on the corporate indebted-

ness and bring about a foreclosure of the mortgage, the

director himself having purchased the bonds secured by

the mortgage and having purchased the railroad at the

foreclosure sale, the court held that the purchase at the

foreclosure sale by the director was voidable. This case

is a leading authority on the subject and gives expression

to the principles for which we have contended and which

at an early date found recognition in the courts of last

resort throughout the country. By parity of reasoning

the grounds which caused the court to set aside the sale

are equally good grounds for preventing a foreclosure in

antcipation of a sale. The documentary evidence now

before the court discloses that it was the intention pf Cole,

a co-conspirator with the board of directors, to ajr^d that

he did purchase the property at a foreclosure sale on be-

half of himself and the board of directors and the other

bondholders who have aligned themselves with him.
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At pages 485-6 the court says:

"He was acting as trustee for the stockholders and
as agent and representative of the corporation, and
was under obligation to use his best exertions in its

behalf in all matters relating to its affairs, and espe-

cially in a matter imperiling its very existence. He
purchased the property of his cestui que trust at a

sale made pursuant to a judgment from which he and
his co-directors might have prosecuted an appeal.

He thereby placed himself in a position in which his

personal interests were adverse to those of the cor-

poration. He continued to hold his place as a direc-

tor until the same was confirmed, and the road and
its appurtenances delivered to him by the court, and
until he was superseded by the election of a new-

board. These facts are calculated to excite suspicion

as to his faithfulness and diligence in the discharge

of his fiduciary duties."

Page 489:

"From the moment that Bowler concluded to pre-

pare for the purchase of the road his personal inter-

ests became antagonistic to those of the corporation,

and he should have ceased to aci as a director. In-

stead, however, of doing so, he held on to his posi-

tion, and when we contemplate his official acts in the

light of subsequent events we can not avoid the con-

clusion that as a member of the board of directors

his influence was used for the promotion of his per-

sonal ends. Instead of looking alone to the interests

of the stockholders and creditors of the com])any,

their rights were not only disregarded, but deliber-

ately sacrificed, that profit might result to him.''

Page 492:

"There is no doctrine better settled nor more uni-

versally recognized than that an agent or trustee can

not rightfully place himself in a position exciting in

his own bosom a conflict between self-interest and
the duty he owes to those for whom he acts. Gen-

erally such persons will not be allowed to purchase



-85-

and make profit out of the estate of those toward
whom they occupy a confidential relation. A pur-
chase made by the trustee when the cestui que trust
is sui juris, and after the relation is understood to be
dissolved, will not be upheld, except where 'there is

a clear contract, ascertained to be such after a
jealous and scrupulous examination of all the cir-
cumstances, and it is clear that the cestui que trust
intended that the trustee should buy, and there is no
fraud, no concealment and no advantage taken by
him as trustee.' (Coles v. Trecothick, 9 Vesey, 234.)
Testing- Bowler's rights by this rule, and applying the
doctrine announced to the facts of this case, we per-
ceive no ground upon which a court of equitv can
rest a denial to appellant of the relief it seeks.''

The case of Continental Bank ?'. Allis Chambers. 200
Fed. 600, quoted at page 149 of appellees' brief, is not

a case where the managinq officers of the, corporation

were themselves creditors^ This -drcumstance alone ren-

ders that case inapplicable to the situation in the case at

bar. The single circumstance before the court in that

case was that the managing officers had cash and assets

sufficient to pay the claim involved in that case. But even
with respect thereto, the court was at pains to indicate that

if the refusal to apply such assets could not be recon-

ciled with prudent and fair management or there were
circumstances of fraud or breach of duty, their action

could not be upheld. Their discretion would be binding

only so long as it was not abused. Hence, under the

authority of that very case, an abuse of discretion on the

part of the board of directors of a corporation, even con-

cerning a matter of internal management, would be sub-

ject to review by the courts, and particularly so where it

is coupled with a lack of prudent and fair management
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and a fraudulent breach of duty on the part of the di-

rectors.

The case of Land Title Co. v. Asphalt Co., 127 Fed. 1,

also cited by appellees, is not at all to be compared with

the case at bar in any respect. The trustee-creditor there

was not a director of the defendant, and the relation of

the parties litigant is entirely dissimilar. There was no

fraud or breach of duty involved. From no aspect is

that case authority here.

We cite the case of iV. Y. Medical College v. Dieffen-

bcLch, 125 Misc. (N. Y.) 698, because of a strong sim-

ilarity of facts and principles with the case at bar and

because it is abundantly supported by authorities. We
quote from the syllabus

:

"The plaintiff is entitled to a judgment against the

individual defendants and the defendant hospital com-
pelling the return to the plaintiff of its property which
is now held by the defendant hospital, since it appears

that the individual defendants who were trustees of

the plaintiff, a hospital and educational institution,

for the purix)se of ridding themselves of the re-

sponsibility of maintaining the educational part of

the institution, entered into a conspiracy to transfer

the property to a new hospital corporation of which
they were to be trustees, and for the purpose of

carrying out that conspiracy they caused a default

to be made in the payment of interest on a mortgage
securing bonds, most of which were held by the trus-

tees, notwithstanding that the cori)oration had money
enough to pay the interest; that they then procured

the foreclosure of the mortgage, caused the ])laintift*

to default in the foreclosure proceeding, and pro-

cured a dummy representing them to purchase the

property on foreclosure and to pay therefor with

money furnished by them; that thereafter the pur-

chaser transferred the property without considera-

tion to the new hospital corporation formed by the
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tmstees of the pbindff, and hier transferred to d>e

same hospitad cofporatkm the personal
ij
irupaty of

the plaintiff wliidi the dummy had acjqimed ap-

parently in setdemcnt of a loan made by Iran to die

plaintiff; tfiat die tmstees then flopped the opera-

tion of the plawiriflF as a licryital and educational m-
stitotiiQii, bat cxMitiniied to ose the ptupetty for hos-

pital pm-poses tfam^ tbe means oi the new csorpo-

rati<H) : and diat the tiustos mcie then roBaved fram
o&e aiad new tnistees were appointed who oora-

mefiTfd the present action.

**Tbe individual defendants faa^e failed to show
good faidi in the transarfions onifined, and, in fad,

the evideiKe estahfcJirs diat thcj'wcre not proceed*

mg in good faith in carrj^ii^ out ai^ of the trans-

actions bat were ading for their own selfish in-

terests.

**•* * * the court carmoi overlook 'Sx fact thai

the great nmjority of the bonds secured bj the

UMii tgage were controlled bj die trostees. artd thnt

the coodnct in refusing to pay the interest and cans-

iDg the ffxedosore of the nvxtgage was a violatiGn

of their trust."

The ^cts in evidence hare been gone into so aMiipliirly

in the openii^ brief and throi^[hoat this brief, widi die

dtatioo of authoiitiK cxMi^elib^ the oondnsioa of fraud

as the only oondnsioa to be dednoed thaefiom, both as

a matter of fact and of law, that we deem it mmeoKsary

to do more than refer to the same and to here surest.

with great deference to Yoor Honors, that the r^ts of

niiiK>rity stockholders and the duties and oHigafions of

directors and officers in control of a cofpoiation have been

so long and so wdl cstabHshfri, not merdy as a matter

oi €qmty and right dealii^ bat practically as a ride of

property that untold millions have been invested, and

win be oontamied to be invested in corporate stocks, upon
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the firm assurance, under the doctrine of stare decisis,

that the directors have a sacred duty and trust imposed

upon them which cannot be usurped for personal gain

to the detriment of the corporation and its stockholders.

The conduct of the officers and directors in this case

—

as shown by what they did, rather than by what they

professed—must be repudiated as a breach of such duties,

if the safeguards now provided for the benefit of the

corporation and its stockholders are to be maintained,

without serious and dangerous encroachments leading to

their eventual destruction.

Respectfully submitted,

James C. Sheppard,

William C. Mathes,

Raymond L. Haight,

Haight, Mathes &

Sheppard, and

Ernest C. Griffith,

Attorneys for Intervenor and Appellant.


